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PART1

Note Regarding Forward-Looking Statements

Our disclosure and analysis in this report contain forward-looking statements, which provide our current
expectations or forecasts of future events. Forward-looking statements in this report include, without limitation:

+ information concerning possible or assumed future results of operations, trends in financial results and
business plans, including those relating to earnings growth and revenue growth;

+ statements about the level of our costs and operating expenses relative to our revenues, and about the
expected compuosition of our revenues;

+ statements about expected future trends for development and sales of our products and services;
»  statements about the long-term potential of the data analysis market;

» statements about our future capital requirements and the sufficiency of our cash, cash equivalents,
investments and available bank borrowings to meet these requirements;

+ information about the anticipated release dates of new products;
s other statements about our plans, objectives, expectations and intentions; and

« other statements that are not historical facts.

Words such as “believe,” “anticipate,” “expect” and “intend” and similar expressions are intended to
identify forward-looking statements, but the absence of these words does not necessarily mean that a statement is
not forward-looking. Forward-looking statements are based on the judgment and opinions of management at the
time the statements are made. Forward-looking statements are subject to known and unknown risks and
uncertainties and are based on potentially inaccurate assumptions that could affect their accuracy. Our actual
results could differ materially from those expressed or implied in the forward-looking statements for many
reasons, including the factors described in the section entitled “Description of Business — Risk Factors™ in Part
I, Item 1 of this report. Other factors besides those described in this report could also affect actual results.

You should not unduly rely on these forward-looking statements, which speak only as of the date of this
report. We undertake no obligation to publicly revise any forward-looking statement to reflect circumstances or
events after the date of this report, or to reflect the occurrence of unanticipated events.

ITEM 1. DESCRIPTION OF BUSINESS.

We provide enterprises with data and text analysis solutions designed to drive better decisions faster by
revealing patterns, trends and relationships. We are a developer and supplier of software and services for the
statistical data mining, business analytics, knowledge management, and information retrieval industry segments,
enabling our customers to gain intelligence from numerical data and text.

Our products include our data analysis products S-PLUS® and S-PLUS Server, Insightful Miner™, IDRS
(Insightful Dynamic Reporting Suite), various S-PLUS toolkits for vertical market categories, such as
S+ArrayAnalyzer® for the life sciences sector and S+FinMetrics® for the financial services sector, and our text
analysis product InFact®, Qur consulting services and training provide specialized expertise and processes for the
design, development and deployment of customized analytical solutions.

Our customers include primarily companies in financial services, life sciences, telecommunications and
manufacturing, as well as government agencies and research institutions.

Headquartered in Seattle, Washington, we also have offices in North Carolina, New York, France,
Switzerland, and the United Kingdom, with distributors around the world. As of December 31, 2006, we
employed 112 full-time employees in the United States, and 36 full-time employees in Europe. Formerly
Mathsoft, Inc., we reincorporated as Insightful Corporation in Delaware in 2001.
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Market Opportunity; Our Direction

Several converging trends point to what we believe is significant long-term potential for the data analysis
software market. First, we believe organizations currently collect far more data, in a variety of formats, than they
actually analyze. Second, it appears that organizations are collecting an increasing amount of data. Third, we
believe organizations are seeking to apply new and increasingly complex analytic techniques to their ever-
increasing collection of data in order to gain significant improvements in both the quality and efficacy of
products built, marketed, and sold and in the efficiency of business processes. Qverall, we believe the confluence
of these trends presents long-term potential for data and text analysis software companies such as Insightful.

Our product direction for the S-PLUS product family reflects these data analysis industry trends. We will
continue to focus on building S-PLUS’s position as a leading language for statistical model prototyping and data
visualization used extensively by statisticians building statistical models. Our goal is to continually enhance the
S-PLUS product family and the customized software and implementation services offered by our professional
services organization in order to:

* provide a scamless, scalable environment where sophisticated business analytics can be developed on
the desktop, deployed to other business users in production on servers handling many gigabytes of data,
and deployed to hundreds and even thousands of users;

* increasingly enable companies to use the S-PLUS product family for data analysis in mission-critical
production environments.

In order to build on our position as a leader in predictive analytics and reporting, we believe it is important
to deliver not only an enterprise-scale platform that can handle large amounts of data, but also complete,
industry-specific solutions. We plan to develop and deliver solutions, which are combinations of software and
services that solve specific business problems, spanning the entire data analysis pipeline within an organization:
from data acquisition and transformation, to analytic modeling, to graphics and reporting delivered to business
users across the organization. We will focus our efforts on creating solutions for the financial services and life
sciences markets, which are the industries on which we have focused our largest efforts in data analysis and
which currently account for the majority of our revenues.

To this end, we have increased our focus and investment in developing and packaging complete solutions
that consist of our S-PLUS software products, financial services- or life sciences-targeted software that has not
yet been fully productized and prescriptive consulting services. In January 2007, we implemented a new
solutions development organization, which is separate from our platform development group, to develop and
package these solutions in order to make them more repeatable and to deliver them more quickly to a greater
number of, and larger, customers.

Products
Data Analysis Products
S-PLUS

S-PLUS® is our flagship software product for statistical data analysis. The software offers technical
professionals a flexible, extensible and productive platform for data analysis and visualization. S-PLUS is based
on our object-oriented S programming language, which we licensed on an exclusive worldwide basis from
Lucent Technologies Inc. until we acquired the rights to S in January 2004. S-PLUS offers a wide range of
anatytic methods for extracting intelligence from large data sets, and allows its users to create customized
analytical applications that operate in the Windows®, Linux® and UNIX® environments. As part of our S-Plus
7.0 product release in April 2005, we also released S-Plus 7.0 Enterprise Server. S8-Plus 7.0 Enterprise Server can
be used to process larger data sets and address larger statistical data analysis problems. We plan to announce the
general availability of S-PLUS 8.0, our next-generation software platform, in 2007.
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Insightful Miner

Insightful Miner™ is a scalable data analysis workbench for predictive modeling, data mining and statistical
data analysis. It has a drag-and-drop interface intended to make it easy to create self-documenting visual
workmaps. Insightful Miner provides data miners, business analysts and data analysis professionals with a suite
of scalable components for data access, management and modeling, and its pipeline architecture is designed to
allow the user to process large data sets. Insightful Miner is an open and extensible tool that offers full
integration with the S-PLUS programming language. Insightful Miner offers deployment capabilities via batch
mode, predictive model markup language or generated C code. Insightful Miner is designed to have a low cost of
ownership, with a desktop entry-level version and muliiple server versions offered under perpetual licenses rather
than annual subscription-based agreements.

Toolkits for Vertical Markets

To complement S-PLUS and Insightful Miner, we offer toolkits for the financial services and life sciences
markets to allow users to perform specialized data analysis. For example, S+FinMetrics® is designed to provide
the financia) services market with comprehensive software for modeling, analyzing and visualizing financial
market data, offering a modern and flexible analytic environment for retiable and robust predictive econometric
modeling. S+ArrayAnalyzer® is designed to enable life sciences companies to obtain statistically rigorous
information from microarray technology, helping to shorten time-to-discovery for competitive advantage.

Server Products

Our S-PLUS Server products are designed to enable our customers to deploy statistical data analysis
throughout an organization, leveraging existing Web-based or client/server technologies using server computers
running Windows, Linux and UNIX operating systems. Our server products are designed to be data warehouse-
independent and integrate with standard database and file formats. With our server products, statistical models
and data visualization capabilities are built and stored in a central server for access by non-technical users, who
can apply these analytical techniques using a Web browser interface or dedicated graphical user interfaces
written using Java® technology. Our server products are designed 1o enable end users to analyze and understand
technical or business information without requiring expertise in statistics or statistical tools.

Text Analysis Products
InFact

InFact® is our software product for advanced text analysis and relationship search. InFact combines
statistical text mining methods with linguistic techniques that apply natural language processing, such as full
sentence deep syntactic parsing, to text search and analysis. Researchers are able to utilize InFact’s natural
language tabular exploratory search interfaces and text query language in a manner designed to efficiently
uncover information for which they are searching. InFact is designed to enable researchers to experience higher
levels of productivity and to improve the quality of their research. Historically, InFact has been targeted at the
defense/intelligence and life sciences markets.

We previously managed Text Analysis as a separate reporting segment. As of January 1, 2007, we
integrated the Text Analysis product line into our Data Analysis business, and are no longer treating Text
Analysis as a separate segment. InFact will be treated as a separate product line within our data analysis business,
the way we treat other products in our portfolio.

Maintenance and Support

We provide preduct updates and technical support services under maintenance agreements. Maintenance
and support is included as part of our annual subscription-based licenses. The initial one-year maintenance
contract is bundled into the license fees on most of our perpetual license agreements.

3




Technical support is available only to subscription customers and customers who purchase our annual
maintenance service. Customers who purchase products from distributors may receive first-line technical support
from their respective local distributors, with further support and escalation provided by our staff,

Services

Our consulting and training organization provides fee-based services, including providing assistance in
developing complex statistical models or data or text analysis techniques. These services also include
deployment assistance, project management, integration with existing customer applications and related services
to our customers. We also offer a series of fee-based training courses to our customers. Courses can be taken at
Insightful’s offices, at the customer’s site, or at other prearranged sites for larger customer groups.

Operations
Marketing and Sales

We sell data analysis solutions to a variety of industries, including financial services, life sciences,
telecommunications, manufacturing, government and research. Our data analysis products and services are used
in a variety of functions, including research, engineering, production, marketing and finance. We focus our data
analysis business primarily on two vertical markets: financial services and life sciences.

We acquire domestic customers for our data analysis products and services through a direct inside and
outside sales organization. Leads are generated from direct mail, public relations, the Internet, seminars and
tradeshows. Our telesales and direct sales personnel then qualify and pursue these leads, working in coordination
with our professional services organization.

Internationally, for data analysis we have direct sales personnel in our France, Switzerland and the United
Kingdom offices, selling primarily to customers in those countries. In other countries, we primarily sell through a
network of resellers and distributors, who may work in conjunction with the direct sales force on global accounts.

Manufacturing and Distribution

We utilize third party vendors to replicate the compact disks, or CDs, on which we distribute our products
and product updates, and associated user manuals. This helps us to manage peak volumes customary in the
software industry and to avoid high fixed costs associated with daily fluctuations in orders and customer
contacts.

We warehouse inventory at a regional facility and process domestic orders internally out of our Seattle
office. Most international orders are processed and fulfilled by third party vendors located in the United
Kingdom that also provide warehousing and fulfillment services.

Funded Research

Insightful has a research group that receives funding from U.S. federal agencies for work performed under
government grants. Research projects are focused primarily on extending the frontiers of data analysis for
numeric, textual, and signal data. Research projects are primarily performed under cost reimbursement
arrangements, which typically provide funding on a time-and-materials basis based on agency-approved labor,
overhead and profit rates. In some cases, grant contracts are structured on a fixed-fee (payment) basis. Grant
contracts generally require the submission of periodic progress and final finding reports. Funding is generally
received through cash requests or installment payments. Grant fees are generally recognized as the work is
performed or the fees become billable. Additionally, because the grants received are generally aligned with the
company’s existing research activities, commercial initiatives, and product lines, the amounts earned from grants
are recorded as an offset against total research and development costs. Receivables resulting from this activity
are included in other receivables on the balance sheets.




Product Development

Our product development organization is responsible for software development, product documentation and
guality assurance. Our development team consists of specialists in software engineering, quality assurance,
mathematics, statistics, computer science, engineering and documentation, user interface design, and Microsoft,
UNIX, enterprise Java, and Internet technologies.

In 2006, we incurred research and development costs of $6.9 million, offset by $2.3 million of government-
funded research grants. In 2005, we incurred research and development costs of $5.6 million, offset by $2.2
million of government-funded research grants.

Significant Customers

One customer accounted for 11% of our revenues during 2006 and 9% during 2005. We expect this
customer to continue to be a significant customer in 2007.

Competition

The statistics, data mining and text analysis markets are competitive, fragmented and mature. In the
statistics market, we face competition primarily from large enterprise software vendors offering commetrcial
software and from our potential customers’ information technology departments, which may create custom-made
applications instead of using Insightful software. These departments may seek to develop data analysis solutions
utilizing R, a free statistics software package that performs operations similar to the S language that forms the
core of our S-PLUS product. The dominant competitor in our industry is SAS. Other companies with which we
compete include, but are not limited to, SPSS, Inc., StatSoft Inc., The Mathworks, Inc. and Minitab, Inc. In
addition to competition from other statistical software companies, we also face competition from providers of
software for specific statistical applications. In the data mining and text analysis markets, we face competition
from many companies, including SAS, SPSS, IBM, NCR, Autonomy, FAST, Inxight, ClearForest and Attensity.
Some of our competitors are much larger than we are.

We belicve that the principal competitive factors in the data analysis markets are the return on investment
that our software is expected to produce, functionality, usability, performance, reliability, scalability, price,
flexible licensing models, availability of local language versions, and size of customer base. We believe that the
principal competitive factors in the data mining and text analysis markets in which we compete are the return on
investment that our software is expected to produce, price, cost of ownership, functionality, performance and
scalability. In each case, the importance of each of these factors varies depending on the customer and the
anticipated use of our products and services.

Intellectual Property Rights and Licenses

Our software is proprietary and we attempt to protect it with copyrights, patents, trade secret laws and
internal nondisclosure safeguards, as well as restrictions on copying, disclosure and transferability that are
incorporated into our software license agreements. Generally, our products are not physically copy-protected. In
order to retain exclusive ownership rights to all software we develop, we license all software and provide it in
executable code, with contractual restrictions on copying, disclosure and transferability. As is customary in the
industry, we generally license our products to end-users by use of a “shrink-wrap” license. For customized
software, we may execute a signed license agreement with the customer. The source code for most of our
products is protected as a trade secret and as unpublished copyrighted work. In addition, we enter into
nondisclosure and inventions agreements with our employees. However, judicial enforcement of these
agreements may be uncertain. We hold four issued patents relating to InFact and three other patents, and we have
several patent applications pending with respect to both InFact software and our data analysis software.
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Insightful, Insightful Corporation, the Insightful logo, S, S-PLUS, InFact, the InFact logo, Insightful Miner,
Trellis, Trellis Graphics, Graphlet, S-PLUS Graphlets, S+Connector, S+EnvironmentalStats, S+SpatialStats,
S+FinMetrics, S+Wavelets, S+Seqtrial, S+ArmrayAnalyzer, S+Analytic Server, StatServer, Intelligence from Data,
The Knowledge to Act, and Human-Like Intelligence are trademarks or registered trademarks of Insighiful
Corporation in the United States and other countries. Product names and other trademarks or registered
trademarks used in this report are the property of the respective third parties.

Risk Factors

In addition to the other information contained in this report, you should carefully read and consider the
following risk factors. If any of these risks is actually realized, our business, financial condition or operating
results could be adversely affected and the trading price of our common stock could decline.

Our operating results fluctuate and could fall below our expectations and those of securities analysts and
investors, resulting in a decrease in our stock price.

Our operating results have varied widely in the past, and we expect that they could continue to fluctvate in
the future. Our stock price couild decrease if our operating results for a particular quarter or year fall below our
expectations or those of securities analysts and investors. Some of the factors that could affect the amount and
timing of our revenues and related expenses and cause our operating results to fluctuate include:

* our primary reliance on one product family;

* our ability to compete in the highly competitive statistics, data mining and text analysis markets;
» market acceptance of open source alternatives to our products and services;

*  our ability to penetrate new markets;

» market awareness and acceptance of our products;

= our ability to expand our sales and support infrastructure;

* our ability to maintain our relationships with key partners;

* clongated sales cycles and potential sales delays;

* fluctuations in foreign currency exchange rates;

* losses resulting from expected increases in our expenses;

* our ability to maintain effective internal financial and managerial systems, controls and procedures;
»  costs associated with being a public company, such as the cost of complying with the provisions of the
Sarbanes-Oxley Act of 2002, or SOX;

* our ability to attract and retain key employees or management team members;

* our ability 10 obtain funding that may be necessary to support the operation or expansion of our
business;

*  our ability to obtain government contracts and research grants;

= our ability to successfully expand our international operations;

= general economic conditions, which may affect our customers’ purchasing decisions;

* integration of our new key employees, including our senior management team members;

* rapid changes in technology and our ability to develop, introduce and market new products on a timely
basis;

= our ability to protect our intellectual property rights;
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* our ability to maintain third-party licenses;

» potential tax charges if a taxing authority in a jurisdiction in which we have not paid taxes deems that
we are required to do so; and

« defects or errors in our software, which may result in losses of customers or revenues.

Because we cannot predict our revenues and expenses with certainty, our expectations of future profits or
losses may differ from actual results. It is particularly difficult to predict the timing or amount of our license
revenues because:

+ our sales cycles are variable, typically ranging between one and twelve months from our initial contact
with a current or potential data analysis product customer, and much longer for current or potential text
analysis customers;

 a substantial portion of our sales are completed at the end of the quarter and, as a result, a substantial
portion of our license revenues are recognized in the last days of a quarter;

» the amount of unfulfilled orders for our products is typically small; and

+ delay of new product releases can result in a customer's decision to delay execution of a contract or, for
contracts that include the new release as an element of the contract, will result in deferral of revenue
recognition until such release.

Even though our revenues are difficult to predict with certainty, we base our decisions regarding many of
our operating expenses on anticipated revenue trends. Many of our expenses are relatively fixed, and we cannot
quickly reduce spending if our revenues are lower than expected. As a result, revenue shortfalls could result in
significantly lower income or greater loss than anticipated for any given period, which could result in a decrease
in our stock price.

The revenue recognition rules for software companies are complex and require us to exercise judgment and
make a number of estimates. If we were to change any of these assumptions or judgments, which are made based
on the information available to us at the time, the amount of revenue that we report in a particular period could
materially increase or decrease,

We have incurred losses in past periods, expect to incur losses in the first quarter of 2007, and may again
incur losses in future periods, which could cause a decrease in our stock price.

We posted net losses for each fiscal quarter from the fourth quarter of 2001 through the third quarter of
2003, and during the first and second quarters of 2006. We achieved only slight profits during the third and
fourth quarters of 2006. As of December 31, 2006, we had an accumulated deficit of over $26 million. In 2007,
we plan to make investments in sales, marketing and development in order to expand our market position, create
new product and service offerings, and further increase acceptance and sales of our solutions. As a result of these
investments and the costs of complying with the internal control provisions of Section 404 of SOX, or SOX 404,
we expect our expenses to be higher in 2007 than in 2006 and we expect to incur a loss in the first quarter of
2007 and possibly beyond.

As our expenses increase, we may experience additional losses and negative cash flows in the near term,
even if revenues from our products and services continue to grow. We may be unable to increase our revenues
sufficiently to keep pace with these growing expenditures, if at all, and as a result we may be unable to achieve or
maintain profitability in the future. In addition, if we are unable 1o increase our revenues, we may be forced to
discontinue certain research and/or development projects, which could limit our future product offerings.

Furthermore, in 2006 we began to recognize stock option and stock purchase awards as compensation
expense in accordance with FAS 123R. Our reported expenses may increase as a result of this practice, and
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because the calculations we must use to determine the amount of expense are based, in part, on many factors
beyond our control, our ability to predict the amount of expense associated with FAS 123R requirements will be
limited.

If we do not attract and retain key employees and management, our ability to execute our business strategy
will be limited.

Our future performance will depend largely on the efforts and abilities of our key technical, sales,
consulting, customer support, accounting and managerial personnel and on our ability to attract and retain them.
As we have stated, we have plans to add significantly to our headcount. As a result, our ability to execute our
business strategy will depend on our ability to recruit personnel and retain our existing personnel, including
executive management. Departures of key executives could adversely impact our reputation and our ability to
execute our business strategy. Due to competition for qualified employees, we may have difficulty recruiting
personnel with appropriate skills, and we may be required to increase the level of compensation paid to existing
and new employees, which could materially increase our operating expenses.

In addition, our ability to attract and retain employees may be adversely affected by the market price of our
common stock, which has fluctuated widely in the past. Consequently, potential employees may perceive our
equity incentives, such as stock options, as less attractive, and current employees whose options are no longer
priced below market value may choose not to remain employed by us. Because our key employees are not
obligated to continue their employment with us, they could leave at any time.

If potential customers do not purchase the S-PLUS product family, or if current customers do not continue to
renew maintenance or license subscriptions, our revenues and operating results will be adversely affected.

License and maintenance revenues from the S-PLUS product and add-on modules account for a significant
portion of our license revenues. Other products, such as InFact and Insightful Miner, have not contributed
consistent revenues to date. We expect license and maintenance revenues from the S-PLUS product family to
continue o account for a substantial majority of our revenues in the near future. As a result, factors adversely
affecting the pricing of or demand for the S-PLUS product family, such as competition or technological change,
could dramatically affect our operating results. If we are unable to successfully deploy current versions of the
S-PLUS product family and to develop, introduce and establish customer acceptance of new and enhanced
versions of S-PLUS products, our revenues and operating results will be adversely affected. For example, a
significant delay in making our new S-PLUS 8.0 product generally available or the failure of S-PLUS 8.0 to meet
customer expectations would cause our revenues to be lower than expected and harm our operating results. In
addition, if we are unable to maintain our current level of renewals for our products, then future maintenance
revenue streams generated by our products may decrease.

If we are unable to compete successfully in the statistics and data mining markets and we are unable to find
other sources of revenue, our business will fail,

Our S-PLUS product suite targets the statistics and data analysis market. This market is highly competitive,
fragmented and mature, We face competition in the statistics and data analysis market primarily from large
enterprise software vendors and from our potential customers’ information technology departments, which may
scek to develop their own solutions, The dominant competitor in our industry is SAS. Other companies with
which we compete include, but are not limited to, SPSS, Inc., StatSoft Inc., The Mathworks and Minitab, Inc. In
addition to competition from other statistical software companies, we face competition from providers of
software for specific statistical applications. We also face competition from R, an open-source software package
that performs operations similar to the S language that forms the core of our S-PLUS product. In the data mining
and text analysis market, we face competition from many companies, including SAS, SPSS, IBM, NCR,
Autonomy, FAST, Inxight, ClearForest and Attensity. Many of our competitors are much larger than we are.
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In addition, as we develop other new products, or attempt to expand our sales into new vertical and end-user
markets, we may begin competing with companies with whom we have not previously competed. It is also
possible that new competitors will enter our markets. For example, we could also experience competition from
companies in other sectors of the broader market for business intelligence software, such as providers of on-line
analytical processing, business intelligence and analytical application software, as well as from companies in
other sectors. If we are unable to maintain our current level of pricing or renewals for our products, future
revenue streams generated by out software products may decrease.

Many of our competitors have longer operating histories, greater name recognition, greater market share,
larger customer bases and significantly greater financial, technical, marketing and other resources than we do.

Market acceptance of open source alternatives to proprietary software, particularly R, poses a threat to our
Juture operating results.

Our business model has been based upon customers agreeing to pay a fee to license software that we
develop and distribute. In recent years, the open-source, non-commercial software model has presented a
growing challenge to the commercial software model. Under this non-commercial sofiware model, open source
software produced by loosely associated groups of unpaid programmers and made available for license to end
users without charge is distributed at nominal cost by firms that earn revenue on complementary services and
products, without having to bear the full costs of research and development for the open-source software. The
most notable example of open source software is the Linux operating system, which has presented a competitive
challenge to leading vendors of proprietary operating systems. In the data analytics market, we face similar
challenges because of the availability of R, an open source implementation of the S language that forms the core
of our S-PLUS product. While we believe our products provide customers with significant advantages, the
popularization of the non-commercial sofiwarc model continues to pose a significant challenge to our business
model. To the extent open-source software gains increasing market acceptance, sales of our products may
decline, we may have to reduce the prices we charge for our products, and revenues and operating margins may
consequently decline.

If we are unable to increase our customer base for our current and future products, the growth of our
business will be limited, and, to the extent we experience declines in our existing markets and are unable to
enter new markets, our operating results could be negatively affected.

We focus our statistics business primarily on two vertical markets: financial services and life sciences. In
order to grow our business, we will need to increase our customer base and provide additional products and
services to existing customers within these two vertical markets. In addition, we must simultaneously develop
and sell new products and services that address these and other markets. We will need to simultaneously invest in
the further development and enhancement, including scalability and deployability, of our current product
offerings. These simultaneous investments may strain our financial resources and diffuse management’s time and
attention. If any of these initiatives fails, our business may not grow and could fail. To the extent that we
experience declines in our existing markets and we are unable to enter new markets, our operating results will be
harmed.

We may be required to raise additional funding if we suffer operating losses, and this funding may be
unavailable on acceptable terms, if at all.

Our future revenues may be insufficient to support the expenses of our operations and the expansion of our
business. We may therefore need additional equity or debt capital to finance our operations. If we are unable to
generate sufficient cash flow from operations or to obtain funds through additional financing, we may have to
reduce some or all of our development and sales and marketing efforts and limit the expansion of our business or
cease operations.




We believe that our existing cash and cash equivaleats and available bank borrowings will be sufficient to
meet the capital requirements of our core business for the foreseeable future, However, during 2007 we intend to
make significant investments in sales and marketing and research and development in order to position the
company for future revenue growth, and we will be incurring significant expenditures to comply with SOX 4(4.
If during that time the market for our products worsens, or if we otherwise suffer significant operating losses, we
may need additional funds through public or private equity financing or from other sources in order to fund our
operations. We have no commitment for additional financing, and, if funding does become necessary, we may
experience difficulty in obtaining it on favorable terms, if at all.

Our credit line contains covenants that require us {o maintain a certain level of profitability. Any additional
financing we obtain may contain covenants that restrict our freedom to operate our business or may require us to
issue securities that have rights, preferences or privileges senior to our common stock and may dilute your
ownership interest in us.

Our business is sensitive to the risks associated with government funding decisions.

We regularly apply for and are granted research contracts from a variety of government agencies and
funding programs. These contracts generated $2.3 million in 2006 and $2.2 million in 2005 in offsets to our
research and development expenses. Reductions in these offsets would negatively affect our operating results.
We may not receive new funded research contracts or any renewals of government-funded projects currently in
process, and we may decide to cancel or reassign certain ongoing projects that are not aligned with our core
business needs. The personnel and other costs associated with these programs are relatively fixed in the short
term, and a sudden cancetlation or non-renewal of a major funding program or multiple smaller programs would
be harmful to our operating resulis. A substantial portion of the research grant money we receive is granted to us
based on our status as a small business, the definition of which varies depending on the individual contract terms.
If the number of our employees or the amount of our revenues ever grows beyond the limits prescribed in any of
these contracts, we will no longer be eligible for such research contracts and we will have to incur certain
research and development expenses without the benefit of offsets.

Furthermore, a portion of our license revenues comes from U.S. government entities, as well as research
institutions, healthcare organizations and private businesses that contract with or are funded by government
entities. Government appropriations processes are often slow and unpredictable and may be affected by factors
outside of our control, Reductions in government expenditures and termination or renegotiation of government-
funded programs or contracts could adversely affect our revenues and operating results. Funding received under
government grants is subject to audits for several years after the funding is received and, depending on the audit
results, we could be obligated to repay a portion of the funding.

If we are unable to maintain and expand our direct sales organization and develop and maintain successful
long-term relationships with channel partners, our ability to expand our business could be limited.

We believe our future revenue growth will depend in large part on recruiting, training and retaining direct
sales personnel. Competition for such personnel in the software industry is intense. Our growth will also depend
on expanding our indirect distribution channels, which are important to international sales and marketing of our
products. These indirect channmels include distributors, value-added resellers, or VARs, original equipment
manufacturer, or OEM, partners, system integrators and consulitants, many of whom have similar, and often more
established, relationships with our competitors. These existing and potential channel partners may in the future
market software products that compete with our solution or reduce or discontinue their relationships with us or
their support of our products. If we experience difficulty in recruiting and retaining qualified direct sales
personnel and in establishing and maintaining third-party relationships with VARs, distributors, OEM partners
and systems integrators and consultants, our sales could be reduced or our sales growth limited. Even if we
successfully expand our sales force and other distribution channels, the expansion may not result in expected
revenue growth.
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Our sales cycle is variable and has been lengthening as we sell larger and more complex solutions, and our
limited ability to predict revenues could cause our operating results to fluctuate, which could cause a decline
in our stock price.

An enterprise’s decision to purchase statistics, data mining and text analysis software and services is
discretionary, involves a significant commitment of its resources and is influenced by its budget cycles. Our sales
cycles are variable, typically ranging between one and twelve months from our initial contact with a potential
data analysis customer to the issuance of a purchase order or signing of a license or services agreement. The
amount of time varies substantially from customer to customer, making our revenues difficult to predict in the
short term. Occasionally sales require substantially more time, and sales cycles have recently shown to be
substantially longer for higher-priced orders and for our text analysis product, InFact. In addition, sales delays
could cause our operating results for any given period to fall below the expectations of securities analysts or
investors, which could result in a decrease in our stock price.

One large customer accounts for a significant proportion of our revenues. The unexpected loss of this
customer or one or more significant projects for this customer would affect our operating results and could
cause a decline in our stock price.

We perform consulting projects primarily on a time-and-materials basis, under which a customer may order
us to cease work at any time. When the magnitude of any such project requires us to allocate a significant portion
of our consulting time to its performance during a reporting period, the unplanned or untimely cessation of the
project would create a shortfall in revenues that would result in a negative impact on operating results. We are
currently engaged with one customer that accounted for 9% of total revenues during 2005 and 11% during 2006,
and we expect this customer to continue to account for a substantial proportion of our revenues in 2007. We have
allocated resources to this cusiomer that have limited, and may continue to limit, our ability to pursue other
opportunities. If we cease work on this customer (or other significant customers) earlier than planned, we would
suffer significant reductions in our expected level of revenue and would continue to bear the generally fixed costs
associated with our professional services staff. This would have a negative impact on our aperating results.

We will be required 1o expend significant effort and expense in achieving SOX 404 compliance, which will
divert resources and management attention and may put us at a disadvantage with respect to private
companies and public companies that are not subject to the provisions of SOX 404.

We will be required to comply with the provisions of SOX 404 for the fiscal year ending December 31,
2007. In order to furnish the required report on management’s assessment of the design and effectiveness of our
internal controls, we must implement improvements of our internal controls, and our management must
document both the design of our internal controls and the testing processes that support management’s cvaluation
and conclusion. As a result, we began incurring costs of compliance in the second half of 2006 and will incur
significant SOX 404 compliance-related expenditures in 2007 and beyond. For example, this process has
required us to engage outside contractors, which has resulted and will continue to result in additional accounting
and legal expenses, and we continue to incur expenditures to enhance our information technology resources.
Additionally, during our assessment of internal controls, certain deficiencies may be discovered that will require
remediation. This remediation may require implementing additional controls, the costs of which could have a
material adverse effect on our results of operations.

Compliance with SOX 404 will also require a significant amount of management and executive
management cffort and attention that could otherwise be focused on issues directly impacting our
non-compliance-related operations and business strategy. The requirements of SOX 404 and the effort and
expense necessary to achieve compliance may put us at a disadvantage with respect to private companies and
public companies that are not subject to the provisions of SOX 404, such as those registered in other countries.
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We may have difficulty implementing in a timely manner the internal controls necessary to allow our
management to report on the effectiveness of our internal controls, and our testing may not reveal all material
weaknesses or significant deficiencies with our internal controls.

We have implemented efforts to improve our internal controls, and continue to evaluate our operational,
financial and accounting systems and our managerial controls and procedures for potential improvements, but
our internal controls might not prove sufficient. In addition, the evaluation and attestation processes required by
SOX 404 are pew for small companies and neither small companies nor auditing firms have significant
experience in interpreting the guidance that has recently been provided for small companies. Accordingly, we
may encounter problems or delays in completing the review and evaluation, the implementation of
improvements, or both. If we are unable to implement the requirements of SOX 404 in a timely manner and with
adequate compliance, we might be subject to sanctions or investigation by regulatory authorities. Any such
action could adversely affect our business and financial results.

Further, our testing may not reveal all material weaknesses or significant deficiencies in our internal
controls. Material weaknesses or significant deficiencies in our internal controls could have a material adverse
effect on our results of operations.

Rapid changes in technology conld render our products vbsolete or unmarketable. If we are unable to
introduce new products and services successfully and in a timely and cost-effective manner, our operating
results would be harmed.

The business softwarc market is characterized by rapid change due to changing customer needs, rapid
technological developments and advances introduced by competitors. Existing products can become obsolete and
unmarketable when products vsing new technologies are introduced and new industry 'standards emerge. New
technologies, including the rapid growth of the Internet and commercial acceptance of open source software,
such as R, could result in changes in the way software is sold or delivered. In addition, we may need to modify
our products when third parties change software that we integrate into our products. As a result, the life cycles of
our products are difficult to estimate.

To be successful, we must continue to enhance our current product line and develop new products that
successfully respond to changing customer needs, technological developments and competitive product offerings.
We may be unable to successfully develop or license the applications necessary to respond to these changes, or to
integrate new applications with our existing products. Past or future reductions in our research and development
personnel may harm our ability to innovate and compete. We may be unable to introduce enhancements or new
products successfully or in a timely manner in the future, If we delay release of our products and product
enhancements, or if they fail to achieve market acceptance when released, it could harm our reputation and our
ability to attract and retain customers, and our revenues may decline. In addition, customers may defer or forego
purchases of our products if competitors, our major hardware, systems or software vendors or we introduce or
announce new products or product enhancements, If we are unable to develop such new products or product
enhancements cost-effectively, we may be unable to realize all or a portion of our investment. Finally, delays in
any new research or development efforts could cause delays in our general product development schedule,
including causing delays in the release of new product versions, which could materially harm ouvr maintenance
revenues.

Economic conditions could adversely affect our revenue growth and ability to forecast revenues.

We focus our data analysis business primarily on the financial services and life sciences markets and are
thus sensitive to changes in the specific economic conditions that affect those markets. A substantial change in
the economic condition of either or both of these markets will affect our ability to sell our products and to
forecast sales.
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In addition, our revenue growth and potential for profitability depend on the overall demand for statistics
and data analysis, data mining and text analysis software and services. Because our sales are primarily to
corporate customers, our business also depends on general economic and business conditions. Changes in
demand for computer software caused by a weakened economy, either domestic, international or both, may atfect
our sales and may result in decreased revenues. As a result of inconsistent and weakened economic conditions,
we may also experience difficulties in collecting outstanding receivables from our customers.

If we do not successfully overcome the risks inherent in international business activities, the growth of our
business will be limited.

We plan to increase our revenues by expanding our intemational operations and entering new international
markets, If we do expand internationally, it will require significant management attention and financial resources
to successfully translate and localize our software products to various langvages and to develop direct and
indirect international sales and support channels. Even if we successfully translate our software and develop new
channels, we may be unable to maintain or increase international market demand for our products and services.
We, or our VARSs or distributors, may be unable to sustain or increase international revenues from licenses or
from professional services and customer support. In addition, our international sales are subject to the risks
inherent in international business activities, including:

* costs of customizing products for foreign countries;

* export and import restrictions, tariffs and other trade barriers;

*  the need to comply with multiple, conflicting and changing laws and regulations;

* separate management information systems and control procedures;

¢ reduced protection of intellectual property rights and increased liability exposure; and

» regional economie, cultural and political conditions, including the direct and indirect effects of terrorist
activity and armed conflict in countries in which we do business.

Our foreign subsidiaries operate primarily in local currencies, and their results are translated into U.S.
dollars. We do not currently engage in foreign currency contracts that are designed to hedge foreign currency
risk, but we may do so in the future. Future currency exchange rate fluctuations may have an adverse effect on
our results of operations in future periods. Qur operating results could be materially harmed if we enter into
license or service agreements providing for significant amounts of foreign currencies with extended payment
terms or extended implementation timeframes if the values of those currencies fall in relation to the U.S. dollar
over the payment period of the agreement,

We may be unable to adequately protect our proprietary rights, which may limit our ability to cempete
effectively.

Our success depends in part on our ability to protect our proprietary rights, including our patents and our
rights in the software code underlying the S programming language that we purchased from Lucent. To protect
our proprietary rights, we rely primarily on a combination of patent, copyright, trade secret and trademark laws,
confidentiality agreements with employees and third parties and protective contractual provisions such as those
contained in license agreements with consultants, vendors and customers, although we have not signed these
agreements in every case. Despite our efforts to protect our proprietary rights, unauthorized parties may copy
aspects of our products and obtain and use information that we regard as proprietary. Historically, our products
have not been physically copy-protected. In order to retain exclusive ownership rights to all software developed
by us, we license all software and provide it in executable code only, with contractual restrictions on copying,
disclosure and transferability, The source code for most of our products is protected as a trade secret and as
unpublished copyrighted work. As is customary in the industry, we generally license our products to end-users by
use of a “shrink-wrap” license. For custom software, we may execute signed license agreement with the
customer. Other parties may breach confidentiality agreements and other protective contracts into which we have
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entered, and we may not become aware of, or have adequate remedies in the event of, a breach. We face
additional risk when conducting business in countries that have poorly developed or inadequately enforced
intellectual property laws, While we are unable to determine the extent to which piracy of our software products
cxists, we expect piracy to be a continuing concern, particularly in international markets and as a result of the
growing use of the Internet. In any event, competitors may independently develop similar or superior
technologies or duplicate the technologies we have developed, which could substantially limit the value of our
intellectual property.

Intellectual property claims and litigation could be costly, divert management attention, subject us to
significant liability for damages and result in invalidation of our proprietary rights.

In the future, we may have to resort to litigation to protect our intellectual property rights, to protect our
trade secrets or to determine the validity and scope of the proprictary rights of others. Any litigation, regardless
of its success, would probably be costly and require significant time and attention of our key management and
technical personnel. Although we have not been sued for intellectual property infringement, we may face
infringement claims from third parties in the future. The software industry has seen frequent litigation over
intellectual property rights, and we expect that participants in the industry will be increasingly subject to
infringement claims as the number of products, services and competitors grows and the functionality of products
and services overlap. Infringement litigation could also force us to:

* stop or delay selling, incorporating or using products that incorporate the challenged intelleciual
property;

*  pay damages;
* enter into licensing or royalty agreements, which may be unavailable on acceptable terms; or

* redesign products or services that incorporate infringing technology, which we might not be able to do
at an acceptable price, in a timely fashion or at all.

Our products may suffer from defects or errors, which could result in loss of revenues, delayed or limited
market acceptance of our products, increased costs and damage to our reputation,

Software products as complex as ours frequently contain errors or defects, especially when first introduced
or when new versions are released. Qur customers are particularly sensitive to such defects and errors because of
the importance of accuracy in software used in analyzing data. We have had to delay commercial release of past
versions of our products until software problems were corrected, and in some cases have provided product
updates to correct errors in released products. Our new products or releases may not be free from errors after
commercial shipments have begun. Any errors that are discovered after commercial release could result in loss of
revenues or delay in market acceptance, diversion of development resources, damage to our reputation, increased
service and warranty costs or claims against us.

In addition, the operation of our products could be compromised as a result of errors in the third-party
software we incorporate into our software. It may be difficult for us to correct errors in third-party software
because that software is not in our control.

Delivery of our products may be delayed if we cannot continue to license third-party technology that is
important to the functionality of our solution.

We incorporate into our products software that is licensed to us by third-party sofiware developers. The
third-party software currently offered in conjunction with our products may become obsolete or incompatible
with future versions of our products. Further, numerous individual and institutional licensors have contributed
software code to S-PLUS in exchange for little or no consideration, and some of these third parties may choose to
revise or revoke their licensing terms with us. A significant interruption in the supply of this technology could
delay our sales until we can find, license and integrate equivalent techrology. This could take a significant
amount of time, perhaps several months, which would cause our operating results to fall below the expectations
of securities analysts or investors and result in a decrease in our stock price.
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We face potential liability with respect to sales taxes.

We generate sales in almost every state in the United States. There is a great variation in the tax rules from
state to state, including the rules that determine whether a company has a sufficient presence in a particular
jurisdiction such that it is required to register and collect and pay taxes in that jurisdiction. We are registered in
several states and local jurisdictions and we remit required state and local taxes on related business operations in
those states. In the second quarter of 2006, we began a comprehensive examination of the tax rules for each of
the vartous jurisdictions where we generate sales. In the course of this examination, we concluded that some
Jjurisdictions in which we generated sales but had not been registered or paid taxes may have a basis to claim that,
for a period of time, we should have levied, collected, and remitted required sales taxes on applicable sales
transactions. As a result, we have recorded an estimated tax liability, net of estimated amounts to be collected
from customers, of $125,000 as of December 31, 2006. Because the underlying facts used in determining this
estimate may change in the course of further examination, and because there are inherent uncertainties
surrounding taxes that could result in actual amounts that differ from our estimates, our actual sales tax
obligation may exceed this estimate. For example, additional jurisdictions besides the ones that we determined
may assert a claim with respect to sales taxes, and we may be less successful than we have anticipated at
receiving reimbursement from our customers for sales tax payments we make on their behalf as part of the
process of registering in a particular jurisdiction.

Market risks may affect the value of our assets, cash flows and financial results.

We make worldwide sales of products that are developed in the U.S. We operate international offices in the
United Kingdom, France and Switzerland, where we incur expenses and generate billings denominated in the
local currency. As a result, the value of our assets, cash flows and financial results could be affected by factors
such as changes in foreign currency exchange rates or weak economic conditions in foreign markets. In addition,
interest income and expense are sensitive to changes in the general level of U.S. interest rates, particularly since
our investments are in short-term instruments that may fluctuate in value over time.

Our stock price may be volatile.

The price of our common stock has been volatile. In 2006, the price of a share of our common stock reached
a high of $3.68 and a low of $2.09. The trading price of cur common stock could be subject to fluctuations for a
number of reasons, including the reasons that may cause our operating results to fluctuate. In addition, stock
prices for many technology companies fluctuate widely for reasons that may be unrelated to operating results of
these companies. These fluctuations, as well as general economic, market and political conditions, such as
national or international currency and stock market volatility, recessions or military conflicts, may materially and
adversely affect the market price of our common stock, regardless of our operating performance. As a result of
fluctuations in the price of our common stock, investors may be unable to sell their shares at or above the price
paid for them.

Volatility in our stock price may also expose us to class action securities litigation that, even if unsuccessful,
would be costly to defend and distracting to management. In the past, following periods of volatility in the
market price of a company’s securities, securities class action litigation has often been instituted against these
companies. Litigation brought against us could result in substantial costs and a diversion of management’s
attention and resources, which could have a material adverse effect on our business, financial condition and
operating results.

ITEM 2. DESCRIPTION OF PROPERTY.

Our headquarters offices are located in 24,739 square feet of leased office space in Seattle, Washington
under a lease that expires in September 2007, with an option to renew for an additional three-year period. We
also lease office space in New York and North Carolina. We have two offices in France, two in Switzerland and
one in the United Kingdom.

15




ITEM 3. LEGAL PROCEEDINGS.

None.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

No matters were submitted for a vote of our stockholders during the fourth quarter of 2006.

PART 11
ITEM S5, MARKET FOR COMMON EQUITY AND RELATED STOCKHOLDER MATTERS.,
Market Information

Our common stock is quoted on the NASDAQ Capital Market (formerly known as the SmallCap Market)
under the symbol IFUL. The following table presents, for the periods indicated, the high and low sales prices for
our common stock:

High Low

Fiscal Year Ended December 31, 2005:

First Quarter . ... ... e $3.08 $2.20
Second Quarter ... ... .. i $3.54 $2.25
Third Quarter ... ... .o e $4.10 $2.29
FourthQuarter . ... ... .. i e e e $3.10 %235
Fiscal Year Ended December 31, 2006:

First Quarter .. ... . it i e $322 3242
Second Quarter ... ... oL $3.68 $2.65
i I . . . i e e $3.19 3225
Fourth Quarter . ... .. ... e i i it e $2.67 $2.09

Holders

As of March 15, 2007, there were 255 stockholders of record of common stock. This does not include the
number of stockholders whose shares are held of record by a broker or clearing agency, but does include each
such brokerage house or clearing agency as a single holder of record.

Dividends

We have never paid any cash dividends on our common stock and do not anticipate paying any cash
dividends in the foreseeable future. We currently intend to retain any future earnings to fund the development
and growth of our business. In addition, the terms of our credit facility with Silicon Valley Bank prohibit us from
paying dividends.

ITEM 6. MANAGEMENT’S DISCUSSION AND ANALYSIS OR PLAN OF OPERATIONS

The following discussion and analysis should be read in conjunction with our consolidated financial
statements and the information described in the section entitled * Description of Business—Risk Factors” in Part
L Iem I of this repont.

Business Overview

We provide companies worldwide with data and text analysis products and services designed to drive better
decisions faster by revealing patterns, trends and relationships in numerical data and text. Qur solutions include
our S-PLUSe product family for data analysis and InFacte for text analysis, as well as customized software and
consulting services and training for the design, development and deployment of customized analytical solutions,
Our customers primarily consist of companies in financial services, life sciences, telecommunications and
manufacturing, as well as government and research institutions.
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Critical Accounting Policies and Estimates

We have based our discussion and analysis or plan of operations on our consolidated financial statements,
which have been prepared in accordance with accounting principles generally accepted in the United States. The
preparation of these financial statements requires us to make estimates and judgments that affect the reported
amounts of assets, liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities.
On an ongoing basis, we evaluate our critical accounting policies and estimates, including those related to
revenue recognition, bad debts, intangible assets, restructuring, and contingencies and litigation. We base our
estimates on historical experience and on various other assumptions that we believe to be reasonable under the
circumstances, the results of which form the basis for making judgments about the carrying values of assets and
liabilities that are not readily apparent from other sources. Actual results may differ from these estimates under
different assumptions or conditions. We believe the following critical accousting policies affect the more
significant judgments and estimates used in the preparation of our consolidated financial statements.

Revenue Recognition

We derive our revenues primarily from three sources: license revenues, which consist of perpetual and fixed
term software license fees: maintenance revenues, which consist of fees for maintenance and support; and
professional services revenues, which consist of fees for consulting and training.

We follow very specific and detailed guidelines, discussed in Note 2 of our consolidated financial
statements, in recognizing and measuring revenues. The revenue recognition rules for software companies are
complex and require our management to exercise judgment and make a number of estimates. For example, many
of our contracts contain multiple element arrangements, which require us to make assumptions and judgments in
order to allocate the total price among the various elements we must deliver, to determine whether vendor
specific objective evidence of fair value exists for each element, to determine if undelivered elements are deemed
essential, and to determine whether and when each element has been delivered. We also evaluate whether there is
any material risk of customer non-payment or product returns. Deferred revenues are recognized over time as the
applicable revenue recognition criteria are satisfied.

A change in any of these assumptions or judgments, which are made based upon all of the information
available to us at the time, could cause a material increase or decrease in the amount of revenue that we report in
a particular period.

Stock-Based Compensation Expense

On January 1, 2006, we adopted Statement of Financial Accounting Standards, or SFAS, No. 123 (revised
2004), Share-Based Payment, or SFAS 123R. SFAS 123R requires the measurement and recognition of
compensation expense for all share-based payment awards made to employees and directors, including employee
stock options and employee stock purchases under our employee stock purchase plan, based on estimated fair
values. SFAS 123R supersedes our previous accounting under Accounting Principles Board Opinion No. 25,
Accounting for Stock Issued to Employees, for periods beginning in fiscal 2006. We have applied the provisions
of the Securities and Exchange Commission’s Staff Accounting Butletin No. 107, Share-Based Payment, or SAB
107, in our adoption of SFAS 123R.

We adopted SFAS 123R using the modified prospective transition method, which requires the application of
the accounting standard as of January 1, 2006, the first day of our fiscal year 2006, Qur consolidated financial
statements as of and for the twelve months ended December 31, 2006 reflect the impact of SFAS 123R. In
accordance with the modified prospective transition method, our consolidated financial statements for periods
before the first quarter of 2006 have not been restated to reflect, and do not include, the impact of SFAS 123R.

Under the provisions of SFAS 123R, stock-based compensation cost is estimated at the grant date based on
the fair-value of the award and is recognized as expense ratably over the requisite service period of the award.
Determining the appropriate fair-value model and calculating the fair value of stock-based awards at the grant
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date requires considerable judgment, including estimating stock price volatility, expected option life and
forfeiture rates. We develop our estimates based on historical data and market information, which can change
significantly over time. A small change in the estimates used can have a relatively large change in the estimated
valuation, and consequently, a material effect of the results of operations.

We calculate the fair value of our stock options granted to employees using the Black-Scholes valuation
method, which requires us to make assumptions about risk-free interest rate, expected dividend, expected term
(in years), expecied volatility and weighted-average fair value. The risk-free interest rate used is based on the
implied yield currently available in U.S. Treasury securities at maturity with an equivalent term. We have not
declared or paid any dividends and do not currently expect to do so in the future. The expected term of options
represents the period that our stock-based awards are expected to be outstanding and is determined based on
historical weighted average holding periods and projected holding periods for the remaining unexercised shares.
In determining the expected term of options, we consider the vesting schedules and other contractual terms of the
awards and expectations of future employee behavior. Expected volatility is based on the annualized daily
historical volatility plus implied volatility of our stock price, including consideration of the implied volatility and
market prices of traded options for comparable entities within our industry.

Our determination of stock price volatility and option lives, both of which impact the fair value of the option
calculated under the Black-Scholes methedology and, ultimately, the expense that will be recognized over the
life of the option, involve management’s best estimates. SFAS No, 123R also requires that we recognize
compensation expense for only the portion of options expected to vest. Therefore, we applied an estimated
forfeiture rate that we derived from historical employee termination behavior. If the actual number of forfeitures
differs from our estimates, additional adjustments to compensation expense may be required in future periods.

During 2006, we recognized total stock-based compensation expense under SFAS 123R of $693,000, which
consisted of stock-based compensation expense related to employee stock options and employee stock purchases.
The following table summarizes stock-based compensation expense under SFAS 123R related to employee stock
options and ESPP purchases for the twelve months ended December 31, 2006 (in thousands):

Twelve Months

Ended
December 31,

2006

CostOf FEVENUES . . ... i e $ 3
Salesand marketing . .. ... ... L e 114
Research and development, net .. ... . ... .. . i i 111
General and administrative .. ... . ... . . .. i i s 437
Stock-based compensation expense included in operating expenses . . .............. $693

Had we recognized compensation expense for the full twelve months of 2005 for all share-based payments
to employees based on their fair values, as is now required by SFAS 123R, net income would have been lower by
$0.9 million, or $0.06 per diluted share. As of December 31, 2006, the total remaining unrecognized
compensation cost related to unvested stock options amounted to $1.4 million, which will be amortized over the
weighted-average remaining requisite service period of 1.5 years.

Taxes

We follow the asset and liability method of accounting for income taxes as set forth by SFAS No. 109,
Accounting for Income Taxes, and the provisions of SFAS No. 5, Accounting for Contingencies. Under these
rules, certain assumptions are made that represent significant estimates. Deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between financial statement carrying
amounts of existing assets and liabilities and their respective tax basis, net operating loss and tax credit
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carryforwards, and tax contingencies. Deferred tax assets and liabilities are measured using enacted tax rates
expected to apply to taxable income in the years in which those temporary differences are expected to be
recovered or settled.

We are required to estimate our potential tax obligations and claims in each of the jurisdictions in which we
operate as part of the process of preparing our consolidated financial statements. Significant judgment is required
in evaluating our tax positions and in determining our provision for income taxes and accruals for income and
other tax exposures. During the ordinary course of business, there are many transactions and calculations for
which the ultimate tax determination is unceriain. If necessary, we establish accruals for tax-related uncertainties
based on estimates of whether, and to the extent that, additional taxes and interest will be due. We establish an
accrual when, despite our belief that our tax return positions are fully supportable, we believe that certain
positions are likely to be challenged and may not be sustained on review by tax authorities. We then adjust the
accrual in light of changing facts and circumstances, such as the closing of a tax audit or the expiration of a
statute of limitations, We have established a valuation allowance to reduce deferred tax assets as we believe it is
not more likely than not that we will generate sufficient taxable income to allow for the realization of our
deferred net tax assets in the foreseeable future. The provision for income taxes includes the impact of potential
tax claims and changes to accruals and valuation allowances that we consider appropriate, as well as the related
interest expense. In addition to our judgments and use of estimales, there are inherent uncertainties surrounding
taxes that could result in actual amounts that differ materially from our estimates. Any changes in circumstances
related to these contingencies could have a material effect on our financial condition, results of operations and
cash flows.

Sales Returns

We provide an estimated reserve for return rights at the time of sale. We offer our customers a 30-day return
policy on all of our products. Generally, refunds are provided to customers upon return to us of the complete
product package, including all original materials, CD-ROM or other media. Our provision for sales returns is
estimated based on historical returns experience and our judgment of the likelihood of future returns.

Bad Debts

A considerable amount of judgment is required when we assess the ultimate realization of receivables,
including assessing the aging of the amounts and reviewing the current creditworthiness of our customers.
Customer creditworthiness is subject to many business and finance risks facing each customer and is subject to
sudden changes.

Impairment of Goodwill and Other Long-Lived Assets

We evaluate goodwill arising from acquired businesses for potential impairment on an annual basis, using
an October 1 measurement date. This evaluation requires significant judgment and estimation. In addition,
throughout the year we consider whether there are impairment indicators that would require an immediate
evaluation of impairment. Qur judgments regarding the existence of impairment indicators are based on legal
factors, market conditions and operational performance of our acquired businesses. Future events could cause us
to conclude that impairment indicators exist and that goodwill assoctated with our acquired business is impaired.
Impairment losses, if any, will be charged to earnings in the period in which they are identified.

Contingencies

We are periodically engaged in various claims, legal proceedings or other circumstances arising in the
ordinary course of business for which the outcome is not currently known. We are required to assess the
likelihood of any adverse judgments or cutcomes to these matters as well as potential ranges of possible losses. A
determination of the amount of reserves required, if any, for these contingencies are made after careful analysis
of each individual matter. The required reserves, if any, may change in the future due to new developments in
each matter or changes in approach.
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Results of Operations

The following table provides financial data for the periods indicated as a percentage of total revenues:

Year ended
December 31,
2006 2005
Revenues:

Software licenses . .. ... .. .. S 44.1% 46.9%
Software MaiNteNaANCE . ..ottt ittt ittt et it et it 311 29.8
Professional services and other .. ... ... ittt e e e 24.8 233

TOtAl FEVENUES . . . o oot ettt e et e e e et e e 100.0 £00.0

Cost of revenues;
Software related ... .. ... e e 6.9 8.3

Professional services and other ... .. ... .. . ... .. . . . 16.7 13.3
Total COoSt Of FEVEIUES . .. ittt it et st it e oot e 23.5 21.6
Gross profit . ... ou vttt e 76.5 78.4
Operating expenses:
Salesand marketing .. .....oo o e 399 369
Research anddevelopment . . ... . ... . . .. e s 289 24.9
Less—Funded research .. .. ... .. . ... . i e 9.5 (10.0)
Research and development, net ........... ... .. ... ... coiiiiiiieunnn.. 19.3 14.9
General and administralive .. ... ... ittt i e e e i 18.8 17.9
Total operating eXpenses .. .. ... ...ttt i e e 78.0 69.8
Income from operations . ......... . ... it e (1.5) 8.6 '
Other income and inferest EXPense, NEL . .. ... ...t ittty it ea e e 2.3 0.4
Income before INCOME LAXES . ... . ittt ettt it it e e e e 0.8 9.0
Income tax benefit (EXpense) . ... .. ... ... e e (0.1) (0.2)
N INCOMIE . .. i e et et e e e e 0.6% 8.9%

Revenues by Type

We have three revenue sources: software licenses, maintenance, and professional services and other.

Yeur ended
December 31, Percent
2006 2005 Increase

Revenues (in thousands):
SOftWATE [ICEMSES . .. o oot r et ittt et e e e $10,579 $10,467 1.1%
SOftWAre MAINIENANCE | . o oottt it e e e e e e e e e e ettt e et e 7.466 6,660 12.1%
Professtonal services and other . .. ... .. . i ni i e 5,970 5,210 14.6%

Total L. e e $24.015 $22,337 7.5%
Revenues by type (as % of total revenues):
Software lICeNSes . . ... . e e 44.1%  469%
Software MAaINeNance . . . .. ... e e 31.1% 29.8%
Professional servicesand other .. ... ... ottt e 248% 23.3%

1 1 PR 100.0% 100.0%
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Total Revenues

Totat revenues during 2006 were $24.0 million, representing an 8% increase over total revenues of $22.3
million during 2005. Data Analysis revenues increased 11% and Text Analysis revenues decreased 37%, as
compared to 2005. We achieved increases of 1.1% in license revenues, 12.1% in maintenance revenues, and
14.6% in professional services and other revenues in 2006, as compared to 2005, with total revenue increasing in
both our North American Data Analysis and International Data Analysis segments. Internationally, revenues in
all revenue types grew in 2000, as compared to 2005, with license revenues increasing by 66%, maintenance by
10%, and professional services by 29%. Domestically, revenue results were mixed, with license revenues
decreasing by 6%, maintenance revenues increasing by 13%, and professional services decreasing by 2% in
2006, as compared to 2005. Most of the decrease in domestic license revenues resulted from the decrease in
license revenue from our Text Analysis product.

Our revenue growth in our Data Analysis segment primarily resulted from selling larger solutions that
include both software and services to larger organizations, as well as to larger business units within an
organization, in both the life sciences and financial services industries, worldwide. As a result of this approach,
our average deal size increased in 2006 as compared to 2005. During 2006, we exceeded $500,000 in revenues
from each of four customers, of which three are U.S. life-sciences companies and one is a large European
financial institution. One of these customers generated revenues in excess of $2.5 million in 2006. Our larger
deal size enabled us to achieve overall corporate revenue growth despite significant declines on revenues from
our Text Analysis business.

In order to set the foundation for future revenue growth, we are investing heavily in sales and marketing and
research and development of our products and services. Our increased level of investment means sacrificing
short-term profits.

Seftware License Kevenues

Software license revenues consist principally of fees generated from granting rights to use our Data and
Text Analysis software products under both perpetual and fixed-term license agreements.

Total software license revenues increased by 1% during 2006, as compared to 2005. This slight increase was
driven by a 22% increase in international license revenues in Europe, offset by a 6% decrease in domestic license
revenues. The decrease in domestic license revenues resulted from one significantly large Data Analysis license
sale in the fourth quarter of 2005 whose size was not replicated in 2006. If it were not for this one unusually large
deal in 2005, U.S. license reveaues would have increased in 2006, as compared to 2005. We believe that this type
of spike and fluctuation in license revenues is common for companies selling enterprise software to larger
organizations, and is exacerbated by our low but growing volume of license sales. The increase in European
license revenues was a result of our continuing strategy of marketing larger customer-specific solutions to larger
organizations, as well as to larger business uvnits and higher levels in the hierarchy within an organization.
Additionally, the increase in license revenues is due in part to, and was made possible by, the release in April
2005 of S-Plus 7.0 Enterprise Server, which was designed to process much larger data sets and address larger
statistical data analysis problems. Having an enterprise server offering allows us to engage in larger sales
opportunities and licensing arrangements worldwide.

Maintenance Revenues

We provide product updates and customer support services under maintenance agreements. Maintenance
and support is included as part of our annual subscription-based licenses. For products under perpetual licenses,
software maintenance is generally included in the initial purchase and the related revenue is typically recognized
as maintenance revenue ratably over the initial contractual maintenance period, which is generally one year
following the initial product sale. Maintenance renewals are optional, and are also recognized ratably over the
contractual maintenance renewal period, which is generally one year following the renewal sale. Maintenance
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services are generally priced based on a percentage of the current list price, or net license fees paid, of the related
licensed software products.

Software maintenance revenues increased by 12% during 2006, as compared to 2005. This increase was due to
a increase in Data Analysis maintenance bookings from 2004 through 2006 resulting from an increase in initial
license revenues, an increase in subscquent renewals for maintenance, and an increase in our list pricing that
occurred in the second quarter of 2005. The increase in Data Analysis maintenance renewals was due in part to
sticcess in 2006 in getting customers to renew maintenance that had lapsed in previous quarters.

Professional Services and Other Revenues

Professional services and other revenues are generated from performing consulting and training activities, as
well as selling consultant-configured, vertical-specific solutions in the data analysis market.

Professional services and other revenues increased by 15% during 20086, as compared to 2005. This increase
was due to an increase of 23% in data analysis professional services, offset by a decrease of 72% in text analysis
professional services. The increase in Data Analysis professional services revenues was primarily due to the
following factors:

*  We continue to do consulting work for a large international financial services customer that accounted for
11% of our total revenues and 35% of professional services revenues during 2006.

*  We are implementing a strategy of creating, marketing, and implementing consultant-configured,
vertical-specific solutions targeted to larger customers, and during 2006 we sold and implemented such
solutions in the life sciences vertical in the United States and the finance vertical in Europe.

* In general, we are seeing larger professional services engagements with multiple customers as a result of
successfully implementing our strategy of marketing larger, more complex customer-specific solutions
to larger organizations, as well as to larger business units and higher levels of hierarchy within an
organization.

The decrease in Text Analysis professional services revenues was primarily due to softness in demand for
our product. The defense intelligence and life sciences industries comprised substantially all of our Text Analysis
revenue base. Text Analysis revenues have generally resulted from low-volume sales of high dollar value, which
has resulted in variability in our Text Analysis segment revenues.

Revenues by Segment and Geography

Through December 31, 2006, we had three operating business segments: North American Data Analysis,
International Data Analysis, and Text Analysis. We have international business operations primarily in Euvrope
and sales activities in other parts of the world, Revenues by segment and geography are as follows:

Year ended Percent
December 3, Increase
2006 2005 {Decrease)
Revenues (in thousands):
North American Data Analysis . ................ $13,280 §$12,546 5.9%
International Data Analysis ................... 9,734 8,213 18.5%
Text Analysis ... ... ..iiieeeeiir i 992 1,578 (37.1)%
Total ... e $24.015  $22,337 7.5%
Revenues by type (as % of total revenues):
North American Data Analysis .. ............... 55.4% 56.1%
International Data Analysis ................... 40.5% 36.8%
TextAnalysis ............. .. oo, 4.1% T.1%
Total ... .. . 100.0%  100.0%




North American Data Analysis Revenues

North American Data Analysis revenues increased by 6% during 2006, as compared to 2005, This increase
was driven primarily by the increases in Data Analysis license revenues, maintenance revenues and professional
services and other revenues discussed above.

International Data Analysis Revenues

International Data Analysis revenues increased by 19% during 2006, as compared to 2005. This increase
was driven primarily by the increases in Data Analysis license revenues, maintenance revenues and professional
services revenues discussed above. These increases were also due in part to improvements in our international
sales organization and consulting project management made possible by the hiring of a new head of European
professional services during the third quarter of 2006.

One international Data Analysis customer accounted for 11% of our total revenues during 2006 and 8.9%
during 2005.

Text Analysis Revenues

Text Analysis revenues decreased by 37% during 2006, as compared to 2005. This decrease resulted from a
decline in InFact renewals and making only one new InFact sale during 2006. Over the last six to nine months of
2006, we focused our efforts on products and partnerships geared towards utilizing InFact for content vertical
portals such as online book search, but the strategic partnerships we explored in this area did not come to
fruition. As a result, we believe that the greatest opportunities for Insightful are in the Data Analysis segment. To
direct our focus and resources accordingly, beginning in the first quarter of 2007, we are no longer treating Text
Analysis as a separate segment. We do not anticipate meaningful revenues from sales of our InFact product in the
future.

Additionally, the decrease in Text Analysis license revenues also reflects the recognition in March 2005 of
$120,000 in Text Analysis license revenue relating to a license sale booked in August 2004.

Cost of Revenues

Year ended

Percent
December 31, l“ec';_c:a'; e
2006 2005 (Decrease)
Cost of revenues (in thousands):
Software-related .. .......... ... i $1,648  $1,851 (11L.0Y%
Professional servicesandother . . ......................... 4001 2,971 34.7%
Total ... e e e $5,649 54,822 17.2%
Cost of software-related revenues as a percentage of software related
TEVEIUES . ...ttt etn it s eee s a e ear e eaarnns 9.1% 10.8%
Cost of professional services and other revenues as a percentage of
professional services and otherrevenues ............. ... ..., 67.0% 57.0%
Total cost of revenues as a percentage of total revenues ........... 235%  21.6%

Cost of Seftware-Related Revenues

Cost of software-related revenues consists of royalties for third-party software, product media, product
duplication, manuals, and maintenance and technical support costs, and amortization of the costs of the software
code underlying the S programming language purchased from Lucent Technologies Inc. in January 2004.
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During 2006 the cost of software-related revenues decreased in absolute dollars by 11%, and decreased as a
percentage of software-related revenues by 1.7 percentage points, as compared to 2005. These decreases largely
reflect the upgrade costs incurred during 2005 as a result of the release of version 7.0 of the S-PLUS product, as
well as adjustments made to inventory balances during the third quarter of 2005, which included the write-off of
inventory deemed obsolete due to the S-PLUS 7.0 product release.

Cost of software-related revenues fluctuates from period to period depending on the mix and level of
revenues, and depending on whether a particular quarter includes the costs, such as materials and distribution
costs, of a license upgrade to existing maintenance customers, Significant components of software-related costs
of revenues are fixed, including amortization of the software code purchased from Lucent and costs associated
with technical support.

Cost of Professional Services and Other Revenues
Cost of professional services and other revenues consist primarily of the following:

* Direct headcount-related costs, such as salaries, stock-based compensation expense and direct employee
benefits;

* Indirect headcount-related costs, such as recruiting fees, employee travel costs, office supplies, and
headcount-based altocation of facilities, information technology, and human resource costs; and

»  Temporary labor and consulting costs, including costs related to training,

During 2006, the cost of professional services and other revenues increased in absolute dollars by 35% and
increased as a percentage of professional services and other revenues by ten percentage points, as compared to
2005. These increases were due to an increase in our professional services fixed-cost structure driven by
increases in headcount in both the United States and Europe, including the hiring of a vice president of
professional services in March 2006 and a head of European professional services in July 2006. Cost of
professional services and other revenues are predominantly made up of headcount-related costs, which are
relatively fixed in the short term. Consequently, these costs as a percent of revenues, and gross margins, can
fluctuate from quarter to quarter and year to year, based primarily on the utilization levels of our consultants, the
profitability of our consulting contracts, and our consulting revenue levels. Additionally, beginning January I,
2006, cost of professional services and other revenues expenses reflect stock-based compensation expense under
SFAS 123R related to employee stock options and employee stock purchases, which amounted to $31,000 during
2006, Employee stock-based compensation expense was not included in our statement of operations during 2005.

We are implementing a strategy of creating, marketing, and implementing consultant-configured, vertical-
specific solutions targeted at larger customers. These solutions combine our technology with our consulting
expertise, which we believe makes each sale and implementation of a particular solution incrementally more
efficient.

Operating Expenses

Total operating expenses increased by 20%, or $3.1 million, during 2006 compared to 2005. This increase
was primarily driven by increases in sales and marketing and research and development expenses as we executed
on our strategy to position the company for future revenue growth. We expect expenses in 2007 to be higher than
in 2006 as we continue to make and implement these investments. In addition, expenses increased in 2006
compared to 2005 as a result of the release of new accounting guidance on stock-based compensation that now
requires us 1o include stock-based compensation expense in our results of operations beginning in 2006. Qur
2006 results of operations contain stock-based compensation expense, but our 2005 results of operations do not.
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Sales and Marketing Expenses

Year ended
December 31, Percent
2006 2008 Increase
Sales and marketing expenses (in thousands) .. ................... $9,580  $8,252 16.1%
Sales and marketing expenses (as percentage of revenues) .......... 399%  36.9%

Sales and marketing expenses consist primarily of the following:

+ Direct headcount-related costs, such as salaries, stock-based compensation expense and direct employee
benefits;

* Indirect headcount-related costs, such as recruiting fees, employee travel costs, office supplies, and
headcount-based allocation of facilities, information technology, and human resource costs;

¢ Temporary labor and consulting costs; and

» Promotional activities, such as the costs of advertising and trade shows.

During 2006, sales and marketing expenses increased in absolute dollars by 16% and increased as a
percentage of total revenues by three percentage points, as compared to 2005. These increases were due primarily
to the increase in direct and indirect headcount-related costs resulting from the hiring of additional sales and
marketing personnel in both the United States and Europe, including the hiring of our former general manager of
InFact in the fourth quarter of 2005, as well as higher costs for promotional activities. Additionally, beginning
January 1, 2006, sales and marketing expenses reflect stock-based compensation expense under SFAS 123R
related to employee stock options and employee stock purchases, which amounted to $114,000 during 2006.
Employee stock-based compensation expense was not included in our statement of operations during 2005.

We expect sales and marketing expenses 1o increase in future periods as we recruit and hire additional
personnel and expand our sales and marketing programs,

Research and Development Expenses, Net

Year ended

December 31, Izir:;';:
2006 2005 (Decrease)
Research and development (in thousands):
Research and development .................c0iiiiieenennn, $6932 %5566 24.5%
Less~-Fundedresearch ........... .. it iiiiennnnnn.. (2,288)  (2,22B) (2.6)%
Research and development,net ....................... $4644 $3338 39.1%
Research and development (as percentage of revenues):
Research and development . .................... ... ... ..., 28.9% 24.9%
Less—Fundedresearch ........ ... ... i iinninnn- (9.5% (10.0)%
Research and development,net . ...................... 19.3% 14.9%

Research and development expenses consist primarily of the following:

» Direct headcount-related costs, such as salaries, stock-based compensation expense and direct employee
benefits;

» Indirect headcount-related costs, such as recruiting fees, employee travel costs, office supplies, and
headcount-based atlocation of facilities, information technology, and human resource costs; and
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¢ Temporary labor and consulting costs.

Our research and development is split into two teams: Research and Development. The Research team is
generally focused on performing work relating to government grants and contracts, and the Development team is
generally focused on work that is geared toward commercial applications that are intended to be immediately
deployed. Funded research amounts result from fees generated from Research work performed under government
grants, which fees are netted against total research and development costs.

Gross research and development expenses. During 2006, gross research and development expenses
increased in absolute dollars by 25% and increased as a percentage of total revenues by four percentage points, as
compared to 2005, These increases were due primarily to an increase in direct and indirect headcount-related
costs resulting from the hiring of additional development personnel, as well as higher costs for temporary labor.
Additionally, beginning January 1, 2006, research and development expenses reflect stock-based compensation
expense under SFAS 123R related to employee stock options and employee stock purchases, which amounted to
$111,000 during 2006. Employee stock-based compensation expense was not included in our statement of
operations during 2005.

Funded research. During 2006, funded research remained relatively flat both in absolute dollars and as a
percentage of total revenues, as compared to 2005.

Research and development, net. Total net research and development expenses increased during 2008, as
compared to 2005, as a result of the increase in gross research and development costs and minimal change in the
offsetting fees generated from funded research. We expect our net research and development expenses to
increase in future periods as we invest in development of our product lines and solutions organization to set the
foundation for future growth.

General and Administrative Expenses

Year ended
December 31, Percent
2006 2065 Increase
General and administrative expenses (in thousands) ............... $4,505  $3,998 12.7%
General and administrative expenses (as percentage of revenues) . . . .. 18.8% 17.9%

General and administrative expenses consist primarily of the following costs associated with finance,
accounting, legal, corporate governance, investor relations and administration, including the office of the chief
executive officer and the board of directors:

»  Direct headcount-related costs, such as salaries, stock-based compensation expense and direct employee
benefits;

« General corporate costs, such as audit fees, legal fees, operating taxes and licenses;

* Indirect headcount-related costs, such as recruiting fees, employee wavel costs, office supplies, and
headcount-based allocation of facilities, information technology, and human resource costs; and

+ Temporary labor and consulting costs,

During 2006, general and administrative expenses increased in absolute dollars by 13% and increased as a
percentage of total revenues by less than one percentage point. as compared to 2005. These increases were
primarily due to stock compensation expense of $437,000 during 2006, compared to $0 during 2003, as well as to
an estimate of approximately $125,000 for state sales tax obligations and professional service costs associated
with assessing owr sales tax obligations, panially offset by decreases in various other general and administrative
expenses.
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We are required to comply with the provisions of Section 404 of the Sarbanes-Oxley Act of 2002, or SOX
404, as of December 31, 2007. We will therefore incur related and significant expenses during 2007 and beyond,
in our efforis 1o satisfy the anticipated compliance requirements.

In general, we expect to incur expenses in connection with our efforts to enhance our information
technology resources and improve our financial and managerial systems. Because some of these costs are
allocated to the income statement expense line items based on headcount, all the expense line items in the
statement of income will be affected by some of these added costs.

Other Income, Net

Other income, net, consists of the following (in thousands):

Twelve Months Ended
P t
December 31, lnec:ceea';e
2006 2005 {Decrease)
Interestincome . . ... e $486 %270 80%
Interest eXpense ... .........cuiiiiiiiiiiii — (L (100)%
Foreign exchange transaction gain (loss) ... ............. 62 (178) 135%
Other .. e e e e — 9 (100)Y%
Total other income, net ......................... $548 % 90 508.0%

|

Interest income. The increase in interest income during 2006, as compared to 2005, is a result of both
increased invested cash balances and the investment of a greater portion of our cash reserves into higher-yielding
instruments.

Interest expense. The decrease in interest expense during 2006, as compared to 2005, was due to the
reduction in the outstanding balance of our equipment loan with Silicon Valley Bank, which was fully paid as of
March 31, 2006.

Foreign exchange transaction gains (losses). Foreign exchange transaction gains and losses result from
changes in exchange rates on transactions denominated and or settled in currencies other than that of an entity’s
functional currency. This includes the effect that foreign exchange rate fluctuations have on intercompany
amounts due from our international subsidiaries to the U.S. parent company, or to the other international
subsidiaries, that are expected to be settled within the foreseeable future. Foreign currency gains or losses
resulting from intercompany amounts due from our international subsidiaries to the U.S. parent company, or to
the other international subsidiaries, that are not expected to be settled within the foreseeable future are included
in stockholders’ equity in “Other Comprehensive Income (Loss)’ during the period in which the exchange rates
fluctuate.

We incurred a foreign exchange transaction gain of $62,000 during 2006, as compared to a $178,000 loss
during 2005. This change is due to changes in foreign currency exchange rates and changes in the strength of the
U.S. dollar, which impacts U.S. dollar-denominated intercompany balances, specifically those intercompany
amounts due from our international subsidiaries to the U.S. parent company that are expected to be settled within
the foreseeable future.

Because we are subject to foreign currency exchange rate fluctuations, and because such fluctuations are

part of the global economic environment, we expect foreign currency gains and losses to continue to fluctuate in
future quarters and years.
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Income Taxes

Our effective tax rates differ from the statutory rate primarily due to state income taxes, foreign income
taxes, and changes in our valuation allowance estimates. The effective tax rates on income were 15.5% in 2006
and 1.7% in 2005. We recorded income tax expenses of $29,000 in 2006 and $35,000 in 2005.

As of December 31, 2006, we had federal net operating loss carryforwards in the amount of $18.0 million,
which expire in the years 2009 to 2022, and state net operating loss carryforwards in the amount of $1.1 million,
which expire in the years 2009 to 2022. In addition, we had tax credit carryforwards as of December 31, 2006 in
the amount of $2.4 million, which expire in the years 2007 to 2025. The Internal Revenue Code contains
provisions that limit the net operating loss and credit carryforwards available to be used in any given year upon
the occurrence of certain events, including significant changes in ownership interests.

As of December 31, 2006, we had foreign net operating loss carryforwards in the amount of $1.6 million,
which have no expiration date, and $1.1 million, which expire in the years 2009 to 2011,

Deferred tax assets, which have arisen primarily as a result of these net operating losses and other tax
credits, also reflect the effect of temporary differences between the tax basis of assets and liabilities and the
corresponding financial statement arnounts.

Due to the uncertainty of our ability to utilize our deferred tax assets, a valuation allowance has been
established for financial reporting purposes equal to the amount of the net deferred tax assets. In the future, we
will continue to evaluate the need for, and the amount of, any valuation allowance on deferred tax assets based on
whether the facts and circumstances at the time indicate it is more likely than not that a portion or all of the
deferred tax assets will ultimately be realized. The net decrease in the valuation allowance was $0.2 million
during 2006 and $0.8 million during 2005.

Liquidity and Capital Resources

Cash, cash equivalents, and short and long-term investments increased from $9.9 million at December 31,
2005 to $10.2 million at December 31, 2006. Our working capital decreased from $7.4 million at December 31,
2005 to0 $5.4 million at December 31, 2006, which was primarily due to a net increase in long-term investments
of $1.4 million and capital expenditures as discussed below.

Cash Flows

We generated $2.0 million in cash from operating activities during 2006, compared to $1.4 million
generated from operating activities during 2005. The increase in operating cash inflows primarily relates to the
decrease in the change in accounts receivable, net, which was mainly due to collections on an unusually high
accounts receivable balance for December 31, 2005 that resulted in part from a large license sale made in the
fourth quarter of 2005.

The difference between our net income and our operating cash inflows is attributable to non-cash expenses
included in net income, and changes in operating assets and liabilities, as presented below (in thousands):

Year ended
December 31,
2006 2005
et ICOMIE .« . vttt et i e e et e e e e e et e e e e $ 156 $ 1982
Add: non-cashexpenses . ............c. ittt 1,918 1,156
Deduct: changes in operating assets and liabilities ............. (99) (1,692)
Net cash provided by operating activities ................ $1,975 § 1,446
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Non-cash expenses consist of the amortization of intangible assets, including purchased technology,
depreciation and amortization of property and equipment, and stock-based compensation charges.

Investing activities resulted in net cash outflows of $4.3 million during 2006 compared to $2.1 million
during 2005. The increase in cash outflows from investing activities primarily relates to the following factors:

+ Purchases of short and long-term investments totaling $2.4 million, offset by sales of other short and
long-term investments totaling $1.0 million;

e An increase in capital expenditures totaling $1.3 million related to investments we made in our
information technology infrastructure; and

¢ A decrease in purchased technology totaling $0.5 million resulting from a final installment made to
Lucent in 2005 in acquiring title to the software code underlying the S programming language.

Financing activities resulted in net cash inflows of $0.5 million during 2006, compared to $0.2 million
during 2005. The increase in cash flows from financing activities relates to an increase in the proceeds received
from the exercise of employee stock options and purchases made under our employee stock purchase plan during
2006, as compared to 2005.

Sources of Liguidity

In March 2006, we renewed a working capital revolving line of credit and security agreement with Silicon
Valley Bank. The terms provide for up to $3.0 million in borrowing availability through March 2007, This
facility, which is secured by our accounts receivable, allows us to borrow up to the lesser of 75% of our eligible
accounts receivable or $3.0 million, and bears interest at the prime rate plus 1%. At December 31, 2006, the
prime rate was 8.25%, and no amounts had been borrowed under the line of credit facility.

We also had an equipment loan facility with Silicon Valley Bank, secured by underlying assets. We
originally borrowed $450,000 under this facility in 2002. This loan called for interest equal to prime rate plus
1%, and was fully repaid over a 42-month period that ended in March 2006.

As of December 31, 2006, future maturities of debt under these arrangements werc zero. These credit
facilities contain covenants that limit our net losses and restrict the amount of capital expenditures not financed
through the equipment term loan. In addition, we are prohibited under these facilities from paying dividends. We
were in compliance with these covenants as of December 31, 2006.

At December 31, 2006, our principal unused sources of liquidity consisted of cash, cash equivalents, short
and long-term investments totaling $10.2 million, and our bank line of credit. Our liquidity needs are principally
financing of accounts receivable, capital assets, strategic investments, and product development, and flexibility in
a dynamic and competitive operating environment. We believe that our existing cash and cash equivalents and
the credit facilities that we intend to renew will be sufficient to meet the capital requirements of our business for
the foreseeable future. However, we intend to make significant investments in our data analysis products and
solutions organization in the next twelve months. If during that time the market for our products worsens, if we
otherwise suffer significant operating losses, or we are unable to renew our credit facilities, we may need to raise
additional funds through public or private equity financing or from other sources in order to fund our operations.
Presently, we have no commitments for any additional financing, and, if funding does become necessary, we may
be unable to obtain it on favorable terms, if at all.
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Commitments

As of December 31, 2006, our contractual commitments associated with our operating leases, primarily for
our office space in Seattle, Washington, as well as other domestic and international locations, and equipment
financing are as follows (in thousands):

2007 2008 2009 2_0_1_0 w Total
Operating lease obligations .. ............................... $790 $297 $261 $81 $4 $1,433

Recent Accounting Pronouncements

In February 2007, the Financial Accounting Standards Board, or FASB, issued Statement of Financial
Accounting Standards, or SFAS, No. 159, The Fair Value Option for Financial Assets and Financial Liabilities.
SFAS 159 permits entities to choose, at specified election dates, to measure eligible items at fair value and to
report in earnings unrealized gains and losses on those items for which this fair value option has been elected.
SFAS 159 also requires entities to display the fair value of those assets and liabilities on the face of the balance
sheet. SFAS 159 establishes presentation and disclosure requirements designed to facilitate comparisons between
entities that choose different measurement attributes for similar types of assets and liabilities. SFAS 159 is
effective as of the beginning of an entity’s first fiscal year beginning after November 15, 2007. Early adoption is
permitted as of the beginning of the previous fiscal year provided that the entity makes that choice in the first
120 days of that fiscal year and also elects to apply the provisions of SFAS 157. We are currently evaluating the
impact of this pronouncement on our financial statements,

In September 2006, the Securities and Exchange Commission, or SEC, issued Staff Accounting Bulletin
No. 108, Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in Current Year
Financial Statements, or SAB 108, SAB 108 eliminates the diversity of practice surrounding how public
companies quantify financial statcment misstatements. It establishes an approach that requires quantification of
financial statement misstatements based on the effects of the misstatements on each of the company’s financial
statements and the related financial statement disclosures. We adopted SAB 108 for annual financial statements
issued for fiscal years ending after November 15, 2006. The adoption did not have a material impact on our
financial condition or results of operations.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measuremenis. SFAS 157 clarifies the
principle that fair value should be based on the assumptions that market participants would use when pricing an
asset or liability. Additionally, it establishes a fair value hierarchy that prioritizes the information used to develop
those assumptions. SFAS 157 is effective for financial statements issued for fiscal years beginning after
November 15, 2007. We do not anticipate this statement will have a material effect on our financial condition or
results of operations.

In July 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes—an
interpretation of FASB Statement No. 109, or FIN 48, which clarifies the accounting for uncertainty in tax
positions. FIN 48 requires a company to recognize the impact of a tax position in its financial statements if that
position is more likely than not to be sustained upon audit, based on the technical merits of the position. The
provisions of FIN 48 are effective for fiscal years beginning after December 31, 2006, with the cumulative effect
of the change in accounting principle recorded as an adjustment to opening retained earnings., We do not
anticipate this statement will have a material effect on our financial condition or results of operations,

In March 2006, the FASB issued SFAS No. 156, Accounting for Servicing of Financial Assets—an
amendment of FASB Statement No. 140. SFAS 156 requires a company to recognize a servicing asset or servicing
liability each time it undertakes an obligation to service a financial asset by entering into a servicing contract in
specific situations. The servicing asset or servicing liability must be initially measured at fair value, but an entity
may elect the “amortization method™ or “fair value method™ for subsequent balance sheel reporting periods.
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SFAS 156 is effective for fiscal years beginning after September 15, 2006. We do not expect the adoption of this
statement to have a material impact on our financial condition or results of operations.

[n February 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments—
an amendment of FASB Statements No. 133 and 140. SFAS 155 simplifies accounting for certain hybrid
instruments currently governed by SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities,
by allowing fair value remeasurement of hybrid instruments that contain an embedded derivative that otherwise
would require bifurcation. SFAS 155 also eliminates the guidance in SFAS 133 Implementation Issue No. D1,
Application of Statement 133 to Beneficial Interests in Securitized Financial Assets, which provides that such
beneficial interests are not subject to SFAS 133, SFAS 155 amends SFAS No. 140, Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of Liabilities—a Replacement of FASB Statement No. 125, by
eliminating the restriction on passive derivative instruments that a qualifying special-purpose entity may hold.
SFAS 155 is effective for all financial instruments acquired, issued, or subject to a remeasurement (new basis)
event occurring after the beginning of an entity’s first fiscal year that begins after September 15, 2006. We do not
expect the adoption of SFAS 155 to have a material impact on our financial condition or results of operations.

In November 2005, the FASB issued FASB Staff Position, or FSP, Nos. FAS t15-1 and FAS 124-1, The
Meaning of Other-Than-Temporary Impairment and its Application to Certain Investments. FSP Nos. FAS 115-1
and FAS 124-1 amend SFAS No. 113, Accounting for Certain Investments in Debt and Equity Securities, SFAS
No. 124, Accounting for Certain Investments Held by Not-for-Profit Organizations, and Accounting Principles
Board, or APB, Opinion No. I8, The Equity Method of Accounting for Investments in Common Stock. This
guidance nullifies certain requirements of Emerging Issues Task Force Issue 03-1, The Meaning of Other-Than-
Temporary Impairment and its Application to Certain Investments. FSP Nos. FAS 115-1 and FAS 124-1 include
guidance for evalualing and recording impairment losses on debt and equity investments, as well as new
disclosure requirements for investments that are deemed not to be other-than-temporarily impaired. FSP Nos.
FAS 115-1 and FAS 124-1 also require other-than-temporarily impaired debt securities to be written down to
their impaired value, which becomes the new cost basis, We adopted FSP Nos. FAS 115-1 and FAS 124-1
effective for fiscal periods beginning after December 15, 2005. The adoption did not have a material impact on
our financial condition or results of operations.

In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections. SFAS 154
replaces APB Opinion No. 20, Accounting Changes, and SFAS Statement No. 3, Reporting Accounting Changes
in Interim Financial Statements, and changes the requirements for the accounting for and reporting of a change in
accounting principle. This statement applies to all voluntary changes in accounting principle. It also applies to
changes required by an accounting pronouncement in the unusual instance that the pronouncement does not
include specific transition provisions. When a pronouncement includes specific transition provisions, those
provisions should be followed. APB 20 previously required that most voluntary changes in accounting principle
be recognized by including in net income of the period of the change the cumulative effect of changing to the
new accounting principle. SFAS 154 requires retrospective application to prior periods’ financial statements of
changes in accounting principle, unless it is impracticable to determine either the period-specific effects or the
cumulative effect of the change. SFAS 154 also requires that a change in depreciation, amortization, or depletion
method for long-lived, non-financial assets be accounted for as a change in accounting estimate effected by a
change in accounting principle. This statement carries forward without changing the guidance contained in APB
20 for reporting the correction of an error in previously issued financial statements and a change in accounting
estimate. This statement also carries forward the guidance in APB 20 requiring justification of a change in
accounting principle on the basis of preferability. We adopted SFAS 154 effective for accounting changes made
in fiscal years beginning afier December 15, 2005. The adoption did not have a material impact on our financial
condition or results of operations.
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Off- Balance Sheet Arrangements

We provide indemnifications of varying scope and size to certain customers against certain claims made by
third parties arising from the use of our products. We evaluate estimated losses for such indemnifications under
SFAS 5, Accounting for Contingencies, as interpreted by FASB Interpretation No. 45, Guarantor’s Accounting
and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others. We
consider such factors as the degree of probability of an unfavorable outcome and the ability to make a reasonable
estimate of the amount of loss. To date, we have not encountered material costs as a result of such obligations
and have not accrued any liabilities in our financial statements related to such indemnifications.
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Report of Independent Registered Public Accounting Firm

To the Stockholders and Board of Directors
Insightful Corporation

We have audited the accompanying consolidated balance sheets of Insightful Corporation (the “Company’™)
as of December 31, 2006 and 2005 and the related consolidated statements of income, stockholders’ equity and
cash flows for each of the years then ended. These consolidated financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these financial statements based on our
audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement. The Company is not required
to have, nor were we engaged to perform, an audit of its internal control over financial reporting. Qur audit
included consideration of internal control over financial reporting as a basis for designing audit procedures that
are approprtate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Company’s internal control over financial reporting. Accordingly, we express no such opinion. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the consolidated financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by
managemeni, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred 10 above present fairly, in all material respecits,
the consolidated financial position of Insightful Corporation as of December 31, 2006 and 20035, and the
consolidated results of its operations and its cash flows for each of the years then ended, in conformity with
accounting principles generally accepted in the United States of America.

As discussed in Note 2 to the Company’s consolidated financial statements, effective January 1, 2006, the
Company changed its method of accounting for share-based payment arrangements to conform to the new
Statement of Financial Accounting Standards No. 123(R), Share-Based Payment.

/s MOSS ADAMS LLP

March 29, 2007
Seattle, Washington
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INSIGHTFUL CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except share and per share data)

December 31,
2006 2005
ASSETS
Current Assets:
Cashandcash equivalents .................veeeriiiiniieeinnmceonsinsnen. $ 7320 $ 9,185
Trade accounts receivable, net of allowance for returns and doubtful accounts of
$223 and $262 at December 31, 2006 and 2005, respectively .. ................ 6,201 5,666
Short-term investments — available forsale ........... ... . .. oo i o 499 724
Otherreceivables .. ...\ttt i e i e 588 364
Prepaid expenses and other Cumrent assets . ........... oo iniiiiiaiareacnanns 535 636
TOtal CUMTENE ASSBLS . o . o v\ et ettt ie ettt ea e et aaannneans 15,143 16,575
LoNng-term iNVESHMENLS . . ... ..o ottt e et iaa e e aaa s raaanaaans 2,361 —
Property and eqUIPMEnt, ML . ... ...\ttt e ettt m e e 2,157 1,212
Purchased technology, net .. .. ... . i i i e 49 637
GOOdWill oottt e e e e 800 800
1312 o 0T GO PSP 86 45
TOUA] BSSEES & o o o et ettt e e e e e $21,196 $ 19269
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Current portion of long-termdebt . ....... ... . ... . i 8 — 8 32
Accounts payable ... ... ... e s 745 701
Accrued payroll-related liabilities ............... i 2,184 1,666
Accrued expenses and other current liabilities . ............... ... o ool 609 513
Defermed FeVENUE . .. .. .ttt e e et e e 6,248 6,271
Total current liabilities ... ......... o i e 9,786 9,183
Long-term debt, less current portion ........ ... .. oo il — —
Commitments and CONUNZENCIES ... ..o\ oru i ittt iaiaa s

Stockholders’ equity:
Preferred stock, $0.01 par value—
Authorized-1,000,000 shares
Issued and outstanding—none . ........ ... oo i i — —
Common stock, $0.01 par value-
Authorized-30,000,000 shares
Issued and outstanding~12,813,842 and 12,543,097, shares at December 31,

2006 and December 31, 2005, respectively ......... ... ... o il 128 125
Additional paid-incapital .. ........... . 37,843 36,610
Accumulated deficit ... .. ... . e [ (26,245) (26,401)
Other accumulated comprehensive loss-cumulative translation adjustment ......... (316) (248)

Total stockholders” equity . ... ...t i 11,410 10,086
Total liabilities and stockholders’ equity ............. ... ... ... .o $21,196 $ 19,269

The accompanying notes are an integral part of these consolidated financial statements.
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INSIGHTFUL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
(In thousands, except per share data)

Year ended Dec. 31
2006 2005
Revenues:
O WA TE NS .« o v\ttt et et ettt et e e e e e e $10,579 $10,467
SoftWare MaINtENAICE . .. oottt it ittt ettt et e e e 7,466 6,660
Professional servicesand other . ...... ...ttt i e 5,970 5,210
T Otal FEVEIMIES .« .ttt ettt e ettt et e e 24015 22,337
Cost of revenues:
Softwarerelated . ... ... . e e e e, 1,648 1,851
Professional servicesand other . .......... ... .. . . i e 4,001 2,971
Total cost of revenues (including stock-based compensation expense of $31 and $0
during the twelve months ended December 31, 2006 and 2005, respectively) ... .... 5,649 4,822
Gross profit ... ... . e 18,366 17,515
Operating expenses:
Sales and marketing (including stock-based compensation expense of $114 and $0
during 2006 and 2005, respectively) ....... ... .o e 9,580 8,252
Research and development (including stock-based compensation expense of $111 and
$0 during 2006 and 2005, respectively) ... ... it 6,932 5,566
Less—-Funded research .. ... . . i i i i (2,288) (2.228)
Research and development, net .. ... ... ... ... i i, 4,644 3,338
General and administrative (including stock-based compensation expense of $437 and
$0 during 2006 and 2003, respectively) ... ..o i e 4,505 3,998
Total Operating eXpenses . . ... .. oottt e 18,726 15,588
Income (loss) from Operations . . ..., ... i i e (363) 1,927
Other INCOME, NEE ... vttt ettt ettt et e e e et e ettt e 548 90
Income before INCOME BAXES . ... vt ittt i a et it e e e 185 2,017
INCOMIE LA B PEIISE « . - o vt ittt b et et e et a ettt 29 35
L [T Ve o3 12 $ 156 $ 1,982
Net income per share:
BasiC . e e e e $ 001 $ 0.16
Diluted . ... e i e $ 001 $ 015
Weighted average common shares outstanding .......... ... ... ... . .. . oo, 12,673 12,467
Weighted average common shares assuming dilution ............................... 13,219 13,121

The accompanying notes are an integral part of these consolidated financial statements.

36




INSIGHTFUL CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

{In thousands)
Other
Number $0.01 Additional Accumulated
of Par Paid-In  Comprehensive Accumulated Stockholders’ Comprehensive
Shares Value Capital Income (Loss) Deficit Equity Income (loss)

Balance, December 31,
2004 ... ... 12,394 124 36,329 (292) (28,383) 7,778 —
Stock option exercises
and employee stock
purchase plan issuances

of common stock ... .. 149 1 281 — — 282 —
Netincome ........... _ - — — 1,982 1,982 1,982
Translation adjustment . . _— = — 44 — 44 44
Comprehensive loss . . . .. - — — — — — 2,026

Balance, December 31,
2005 ... 12,543 125 36.610 (248) (26,401) 10,086 —
Stock option exercises
and employee stock
purchase plan issnances

of common Stock . . . .. 271 3 540 — — 543 —
Stock-based

compensation

eXpense ............ _— - 693 — — 693 —
Netincome ........... —_ = — — 156 156 156
Unrealized Gain on

investments ......... — — -— 4 _— 4 4
Translation adjustment .. —_ - — 72 — (72) (72)
Comprehensive loss . . . .. —_ - — — — — 88

Balance, December 31,
2000 ... . 12,814 $128 $37,843 $(316) $(26,245) $11,410

The accompanying notes are an integral part of these consolidated financial statements.
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INSIGHTFUL CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

{In thousands)
Year ended
December 31,
2006 2005
Operating activities:
Nl ICOMIE L. ... i i it iit i asar it ieaeranananeasritaacnaannnnnnnn $ 156 %1982
Adjustments to reconcile income to net cash provided by operating activities:
Depreciation and amortization charges ......... ... . ... . i, 1,225 1156
Stock-based compensation ........... ... .. il 693 —
Changes in operating assets and liabilities:
Trade andotherreceivables . ... ... i i e s (548) (1,648)
Prepaid expenses and otherassets ................ ..., 79 (188)
Accountspayable .. ... ... e e 27 @10)
Accrued payroll-related liabilities and other accrued expenses .. ........... 539 345
Deferred revenue . ..... . ... ... . i e (196) 209
Net cash provided by operating activities ........................, 1,975 1,446
Investing activities:
Payments made for purchases of shori-term investments ......................... (3,265) (850)
Proceeds from sales of short-term investments . ..............ocuriirirneunann.n 1,125 126
Payments made for purchases of property andequipment ......................... (2,162) (844)
Payments made for purchases of technology and patents ......................... — (500)
Net cash used in investing activities . ........... ... . ... cooouun.. (4,302) (2.068)
Financing activities:
Repayments of long-termdebt ........... ... .. i i (32)  (129)
Proceeds from exercise of stock options and employee stock purchase plan .......... 543 282
Net cash provided by financing activities ......................... 511 153
Effect of exchange rate changes on cash and cashequivalents ......................... (49) 4
Net (decrease) incash and cashequivalents . . .. ... .. ... ... . . i, (1,865) (465)
Cash and cash equivalents, beginningof year . ............... ... ... ... .o L 9,185 9,650
Cash and cash equivalents, end 0f year . ..........c.oiiiiiiniriiirareanaan e, $7320 $9,185
Supplemental disclosure of cash flow information:
Cash paid during the year for:
Interest ....... N — 5 7
Income tax payments, net of refundsreceived .. .............. ... .. .. ... $ 39 % 12

The accompanying notes are an integral part of these consolidated financial statements,
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INSIGHTFUL CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2006

(1) DESCRIPTION OF BUSINESS

Insightful Corporation and its subsidiaries (collectively, the “Company") provide enterprises with data and
text analysis products and services designed to drive better decisions faster by revealing patterns, trends and
relationships in numerical data and text. The Company is a developer and supplier of software and services for
the statistical data mining, business analytics, knowledge management, and information retrieval industry
segments, enabling customers to gain intelligence from numerical data and text. The Company’s solutions
include its S-PLUS® product family for data analysis and InFact® for text analysis, as well as customized
software and consulting services and training for the design, development and deployment of customized
analytical solutions. The Company’s customers include primarily companies in financial services, life sciences,
telecommunications and manufacturing, as well as government and research institutions. Headquartered in
Seattle, Washington, the Company also has offices in New York, North Carolina, France, Switzerland, and the
United Kingdom, with distributors around the world.

(2) SIGNIFICANT ACCOUNTING POLICIES
(a) Principles of Consolidation

The accompanying consolidated financial statements include the accounts of the Company and its whelly
owned subsidiaries. All significant intercompany accounts and transactions have been eliminated in
consolidation.

(b) Revenue Recognition

The Company offers a variety of data and text analysis software solutions, maintenance contracts, training
and consulting services to its customers. The Company records revenue in accordance with Statement of Position
No. 97-2, Software Revenue Recognition (“SOP 97-2"), as amended by SOP No. 98-9, Software Revenue
Recognition, with Respect to Certain Transactions, as well as related interpretations including Technical Practice
Aids.

Sofiware license revenues consist principally of fees generated from granting rights to use the Company’s
software products under perpetual and fixed-term license agreements. The Company also refers to fixed-term
license agreements as subscription-based license agreements.

Perpetual software license fees are generally recognized upon delivery of the software after receipt of a
definitive purchase order, if collection of the resulting receivable is probable, the fee is fixed or determinable,
and vendor-specific objective evidence (“VSOE”) of fair value exists for all undelivered elements if sold in a
bundled arrangement. VSOE is based on the price charged when an element is sold separately or, in case of an
element not yet sold separately, the price established by authorized management, if it is probable that the price,
once established, will not change before separate introduction into the marketplace.

Revenues under arrangements that include several different software products and services sold together are
allocated based on the residual method in accordance with SOP No. 98-9. Under the residual method, the fair
value, as determined by VSOE, of the undelivered non-essential elements is deferred and subsequently
recognized when earned.

The Company has established VSOE of fair value for professional services and training services. In
addition, the Company has established VSOE for maintenance related to most of its products. For software
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INSIGHTFUL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS-—(Continued)
December 31, 2006

products sold with maintenance where VSOE for the maintenance element has not been established, such as the
Company’s text analysis product InFact, all revenue under the arrangement is recognized over the initial
maintenance term, provided all other revenue recognition criteria have been met.

Maintenance revenues are recognized ratably over the term of the related maintenance contracts, which
generally span one year or less. The initial one-year maintenance contract is bundled into the license fees on most
of the Company’s products. Maintenance services, which include unspecified product updates on a when-and-if
available basis, are generally priced based on a percentage of the current list price, or net license fees paid, of the
licensed software products. Maintenance renewals are optional,

Consulting revenues typically include providing customers assistance in developing complex software
models and/or data and text analysis techniques, and developing consultant-configured, vertical-specific
solutions that are designed to enable the Company to sell the same, or similar, solutions to multiple customers
with reduced incremental consulting efforts incurred by the Company. In addition, consulting revenues include
deployment assistance, project management, integration with existing customer applications, training services,
and related services generally performed on a time-and-materials basis under separate service arrangements,
Training consists of fee-based courses offered on a per-attendee or a per-group rate. Revenues from consulting
and training services are generally recognized as services are performed.

Fees from licenses sold together with consulting are generally recognized upon shipment of the software,
provided that the above residual method criteria are met, payment of the license fees are not dependent upon the
performance of the services, and the consulting services are not essential to the functionality of the licensed
software. If the services are essential to the functionality of the software, or payment of the license fees is
dependent upon the performance of the services, both the software license and consulting fees are recognized
under the percentage of completion method of contract accounting.

If the fee is not fixed or determinable, revenue is recognized as payments become due from the customer. If
an acceptance period is required, revenues are recognized upon the earlier of customer acceptance or the
expiration of the acceplance period. An evaluation on the probability of collection is generally based upon the
assessment of the customer’s financial condition. For existing customers, this evaluation generally relies on a
customer’s prior payment history.

The Company has an unconditional 30-day return pelicy on software license purchases, and therefore
provides for estimated returns at the time of sale based on historical experience.

Cash payments received or accounts receivable due in advance of revenue recognition are recorded as
deferred revenue on the accompanying consolidated balance sheets.

(c) Stock-Based Compensation and Stockholders’ Equity

On January 1, 2006, the Company adopted Statement of Financial Accounting Standards (“SFAS™) No. 123
{revised 2004), Share-Based Payment (“SFAS 123R™). SFAS 123R requires the measurement and recognition of
compensation expense for all share-based payment awards made (o employees and directors, including employee
stock options granted under the Company’s stock plans and employee stock purchases made under the
Company’s 2003 Employee Stock Purchase Plan (the “ESPP”), based on estimated fair values. SFAS 123R
supersedes the Company’s previous accounting under Accounting Principles Board (“APB™) Opinion No. 25,
Accounting for Stock Issued to Employees (“APB 257), for periods beginning in fiscal 2006. In its adoption of
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SFAS 123R, the Company has applied the provisions of the Securities and Exchange Commission (“SEC”Y’s
Staff Accounting Bulletin No. 107, Share-Based Puyment (“SAB 107™).

The Company adopted SFAS 123R using the modified prospective transition method, which requires the
application of the accounting standard as of January 1, 2006, the first day of the Company’s fiscal year 2006. The
Company’s consolidated financial statements as of and for the year ended December 31, 2006 reflect the impact
of SFAS 123R. In accordance with the modified prospective transition method, the Company’s consolidated
financial statements for prior periods have not been restated to reflect, and do not include, the impact of SFAS
123R. Stock-based compensation expense recognized under SFAS 123R for the year ended December 31, 2006
was $693.000, which consisted of stock-based compensation expense related to employee stock options and
stock purchases under the ESPP. The Company did not recognize any stock-based compensation expense related
to employee stock options or ESPP purchases during the year ended December 31, 2005.

SFAS 123R requires companies to estimate the fair value of share-based payment awards on the date of
grant using an option-pricing model. The value of the portion of the award that is ultimately expected to vest is
recognized as expense over the requisite service periods in the Company’s statement of operations. Prior to the
adoption of SFAS 123R, the Company accounted for stock-based awards to employees and directors using the
intrinsic value method set forth in APB 25, as allowed under SFAS No. 123, Accounting for Stock-Based
Compensation. Under the intrinsic value method, no stock-based compensation expensc had been recognized in
the Company’s consolidated statement of operations because the exercise price of the Company’s stock options
granted to employees and directors equaled the fair market value of the underlying stock at the date of grant.

Stock-based compensation expense recognized during the period is based on the value of the portion of
share-based payment awards that is ultimately expected to vest during the period. Stock-based compensation
expense recognized in the Company’s statement of operations for the year ended December 31, 2006 includes
compensation expense for share-based payment awards granted prior to, but not yet vested as of, December 31,
2005, based on the grant date fair value estimated in accordance with the pro forma provisions of SFAS 123, and
compensation expense for the share-based payment awards granted after January 1, 2006, based on the grant date
fair value estimated in accordance with the provisions of SFAS 123R. The Company uses the straight-line single-
option method to recognize the value of stock-based compensation expense for all share-based payment awards.
Stock-based compensation expense recognized in the statement of operations for the year ended December 31,
2006 has been reduced for estimated forfeitures, as it is based on awards ultimately expected to vest. SFAS 123R
requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if actual
forfeitures differ from those estimates. In the Company’s pro forma information required under SFAS 123 for the
periods prior to fiscal 2006, the Company accounted for forfeitures as they occurred.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
December 31, 2006
The following table summarizes stock-based compensation expense under SFAS 123R related to employee

stock options and the ESPP purchases for the twelve months ended December 31, 2006, which was allocated as
follows (in thousands):

Twelve Months
Ended

December 3t,
2006
CoStOf TEVENUES .. .. . ot e e $ 31
Salesand marketing ... ....... ...ttt e e 114
Research and development, net ... ... it i . 1
General and administrative .. ........ ... e e 437
Stock-based compensation expense included in operating expenses . . .. ............ $693

The weighted average fair value of employee stock options granted in the years ended December 31, 2006
and 2005 was $1.49 and $1.90, respectively.

The following table illustrates the pro forma effect on net income and earnings per share for the year ended
December 31, 2005 under the provisions of SFAS 123 as if the Company had recognized compensation expense
for all share-based payments to ¢employees based on their fair values prior to the adoption of SFAS 123R on
January 1, 2006:

Year Ended
December 31,
2005
Netincome, asreported .. ........ .ottt ittt $1,982
Employee siock-based compensation, asreporied .. ........ .. i i —_—
Employee stock-based compensation determined under the fair value method ..., .. .. 861
Proformanetinmcome .... ... ... .. o i i i $1,121
Basic Net INCOMmME Per SharE . . ... .. i e $ 016
Diluted netincome pershare ....... ... . .. it i, 3015
Pro forma basic and diluted netincome pershare . .......... ... .. ... ... ... $ 0.09

The weighted-average estimated fair value of employee stock options granted during the periods presented
below was estimated at the date of grant using the Black-Scholes option-pricing model, with the following
weighted average assumptions:

Year ended
December 31,
2006 2005

(SFAS 123R) (SFAS 123)
Risk-freeinterestrate ......... ... . 00 rririiin i, 4.81% 3.97%
Expecteddividend yleld ......... ... ... . .. i None None
Expectedlife ...... ... ... i e 370 years  4.75 years
Expected volatility .............. ... . 66.8% 34.5%

The risk-free interest rate used in the Black-Scholes valuation method is based on the implied yield
currently available in U.S. Treasury securities at maturity with an equivalent term. The Company has not
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declared or paid any dividends and does not currently expect to do so in the future. The expected term of options
represents the period that the Company’s stock-based awards are expected to be outstanding and was determined
based on historical weighted average holding periods and projected holding periods for the remaining
unexercised shares. Consideration was given to the contractual terms of the Company’s stock-based awards,
vesting schedules and expectations of future employee behavior. Expected volatility is based on the annualized
daily historical volatility plus implied volatility of the Company’s stock price, including consideration of the
implied volatility and market prices of traded options for comparable entities within the Company’s industry.

The variables used for stock price volatility and option lives involve management’s best estimates. Both of
these variables impact the fair value of the option calculated under the Black-Scholes methodology and,
ultimately, the expense that wili be recognized over the life of the option. SFAS No. 123R also requires that the
Company recognize compensation expense for only the portion of options expected to vest. Therefore, the

compensation expense may be required in future periods,

Stockholders’ Equity and Stock Option Plans

Company applied an estimated forfeiture rate that the Company derived from historical employee termination
behavior, If the actual number of forfeitures differs from the Company’s estimates, additional adjustments to

Under the Company’s 2001 Stock Option and Incentive Plan (the “2001 Plan”), the Board of Directors may
grant incentive stock options, nonqualified stock options, awards of common stock and authorizations to make
direct purchases of the Company's common stock to eligible employees and others defined in the 2001 Plan.

The 2001 Plan provides for the automatic increase in the number of shares reserved for issuance of stock

options under the 2001 Plan on the first day of each fiscal year, in an amount equal to the lesser of (a) 1,000,000

shares, (b) 7% of the outstanding shares in the last day of the prior fiscal year, or (¢) an amount determined by
the board of directors. Accordingly, approximately 885,000 additional option shares were made available for

future grant under the 2001 Plan on January 1, 2006 and 905,000 additional option shares were made available

for future grant on January 1, 2007. As of December 31, 2006, 1,318,000 option shares were available for future
grant under the 2001 Plan. Option grants under the 2001 Plan are typically made at fair market value at the time
of grant and vest over various time-based milestones within a four-year period. Each option expires 10 years
from the date of grant, subject to earlier termination if the optionee ceases to provide services to the Company,

and is not transferable.

Under the Company’s 2001 Non-Employee Director Stock Option Plan (the “2001 Directors’ Plan™),
non-employee directors are eligible to receive annual grants of options to purchase shares of Company common
stock. All of the Company’s option grants under the 2001 Directors’ Plan are made at fair market value at the
time of grant and, for grants prior to March 16, 2007, were fully vested upon grant. On March 16, 2007, the 2001
Directors’ Plan was amended to provide for a one-year vesting period for ail future grants made under the plan.
At December 31, 2006, 651,000 option shares were available for future grant under the 2001 Directors™ Plan.
Each option expires 10 years from the date of grant, subject to earlier termination if the optionee ceases to

provide services to the Company, and is not transferable.

Under the Company's Non-Qualified, Non-Officer Stock Option Plan (the *“1996 Non-Officer Plan™),
Company employees and consultants were eligible to receive nonqualified options to purchase shares of
Company common stock. Option grants under the 1996 Non-Officer Plan were typically made at fair market
value at the time of grant. Vesting was determined at the date of grant. Each option expires 10 years from the
date of grant, subject to earlier termination if the optionee ceases to serve the Company other than by reason of
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death or disability, and is not transferable. This plan expired during November 2006, and as a result no option
shares were available for future grant under the 1996 Non-Officer Plan.

The following table summarizes stock option activity for all of the Company’s stock option plans during the
year ended December 31, 2006 (1):

Weighted
Weighted Average Aggregate
Average  Remaining Intrinsic

Exercise  Contractual Value
Options Price Term (Thousands)
Outstanding December 31,2005 ......................... 2,920,000 $2.27
Granted . ... i e 847,000 $2.80
ExercIsed .. .ov it e (220,000) $2.00 $200
Cancelled ...t i (518,000) $2.81
Outstanding December 31,2006 ......................... 3,029,000 $2.34 7.2 $813
Estimated forfeitores at December 31,2006 . ....... (330,000}
Vested or expected to vest at December 31,2006 ............ 2,699,000 $2.31 7.1 $792
Exercisable at December 31,2006 . ....................... 1,817,000 $2.19 6.3 $701

(1} The table above does not include options granted outside of the above plans to non-employees other than
directors, which totaled 50,000 option shares granted in 2006 and outstanding as of December 31, 2006,

A summary of the status of unvested employee stock options as of December 31, 2006, and changes during
the year then ended, is presented below:

Welghted
Average

Grant Date Fair

Options Value Per Share
Unvested at December 31, 2005 .. .. ..ttt et e e 1,361,000 $1.599
L1 11 = 847,000 $1.494
B - (565,000) $1.466
30T 4217« AN (381,000) $1.752
Unvested at December 31,2000 .. ... .ot e e 1,262,000 $1.537

As of December 31, 2006, the total remaining unrecognized compensation cost related to unvested stock
options amounted to $1.4 million, which will be amortized over the weighted-average remaining requisite service
period of 1.5 years,
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The following table summarizes information about stock options outstanding and exercisable at
December 31, 2006: i

Qptions Qutstanding Options Exercisable
Weighted
Average
Remaining  Weighted Weighted
Contractual  Average Average
Life Exerclse Exercise
Range of Exercise Prices Shares (in years) Price Shares Price
B097 - 175 ..., 695,000 5.83 $1.40 611,000 $1.39
$1.84-243 ... e 964,000 7.05 227 648,000 2.27
$249-2.72 e 653,000 8.16 2.61 251,000 2,60
$2.74-3.33 . e 607,000 8.69 2.96 197,000 292
$3.34-444 s 110,000 4,40 391 110,000 391
8097 -4.44 ... e 3,029,000 7.24 $2.34 1,817,000 $2.19

Employee Stock Purchase Plan

The ESPP allows eligibte employees to purchase Insightful common stock at 85% of the closing price of
Insightful common stock on one of two dates defined in the ESPP, whichever is less, through payroll deductions
of up to 10% of compensation. During the years ended December 31, 2006 and 2005, 51,000, and 67,000 shares,
respectively, were issued under the ESPP. The ESPP provides for the automatic increase in the number of shares
reserved for issuance under the ESPP on the first day of each fiscal year, in an amount equal to the lesser of
(a) 150,000 shares, (b) 1% of the outstanding shares in the last day of the prior fiscal year, or (c) an amount
determined by the board of directors. Accordingly, 126,372 additional shares were made available for future
purchase under the ESPP on January 1, 2006 and 129,344 additional shares were made available for future
purchase on January 1, 2007. As of December 31, 2006, 411,974 shares remain available for future purchase
under the ESPP.

Common Shares Reserved

At December 31, 2006 common stock reserved for future issuance was as follows:

Quustanding stock options . ......... .. ... . o i 3,079,000
Stock options available forgrant . ... ... . o oo 1,969,000
S 2 412,000

1L P 5,460,000

(d) Cash and Cash Equivatents

Cash equivalents consist of highly liquid investments with original maturities of less than three months at
the time of purchase. As of December 31, 2006 and 2005, cash and cash equivalents amounted to $7.3 million
and $9.2 million, respectively. At December 31, 2006 and 2005, marketable sccurities classified as cash
equivalents amounted to $4.1 million and $5.9 million, respectively.
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(e} Marketable Securities

The Company’s marketable securities are accounted for under the provisions of SFAS No. 115, Accounting
Jor Certain Investments in Debt and Equity Securities (“SFAS 1157). Under SFAS 115, all of the Company’s
marketable securities are defined as available-for-sale securities and, accordingly, are accounted for at fair value
with any unrealized gains and losses reported in stockholders’ equity as other comprehensive income. Realized
net gains and losses on sales and maturities of marketable securities are included in the consolidated statement of
income as other income, Marketable securities having maturities of 90 days or less are classified as cash and cash
equivalents, those having maturities greater than 90 days and less than or equal to one year are classified as short-
term investments, and those with maturities exceeding one year are classified as long-term investments. As of
December 31, 2006, the Company’s total marketable securities were $7.0 million, of which $4.1 million were
classified as cash equivalents, $0.5 million were classified as short-term investments and $2.4 million were
classified as long-term investments.

Of the total $7.0 million in marketable securities, $5.4 million were corporate debt securities and
$1.6 miltion were government and agency obligations. As of December 31, 2006, marketable securities had an
unrealized gain of $3,600 and realized gains and losses of zero.

{f) Inventories

Inventories are stated at the lower of cost (first-in, first-out) or market and consist principally of CDs, books
and user manuals.

(g) Property and Equipment

Property and equipment is stated at cost, less accumulated depreciation and amortization. Equipment and
furniture is depreciated using the straight-line method over estimated useful lives ranging from three to five
years. Leasehold improvements are amortized over the shorter of the lease term or the estimated useful life.

(th) Research and Development

The Company accounts for its software research and development costs in accordance with SFAS No. 86,
Accounting for the Costs of Computer Software to Be Sold, Leased or Otherwise Marketed. During the years
ended December 31, 2006 and 2005, the Company expensed all research and development costs, as those costs
incurred from the date of ‘technological feasibility” (defined as a working model) 10 the general release date were
not significant.

(i) Funded Research

The Company has a funded research group that receives funding from U.S. federal agencies for research
work performed under government grants. Research projects are focused primarily on extending the frontiers of
data analysis for numeric, textual, signal, and image data. Research projects are primarily performed under cost
reimbursement arrangements, which typically provide funding on a time-and-materials basis based on agency-
approved labor, overhead and profit rates. In some cases, grant contracts are structured on a fixed fee (payment)
basis. Grant contracts generally require the submission of periodic progress and final finding reports. Funding is
generally received through cash requests or installment payments. Grant fees are generally recognized as the
work is performed and/or the fees become billable. Because the grants received are generally aligned with the

46




INSIGHTFUL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
December 31, 2006

Company’s existing research activities, commercial initiatives, and product lines, the amounts earned from grants
are recorded as an offset against total research and development costs. Receivables resulting from this activity
are included in other receivables on the balance sheets. Funding received under these grants is subject to audits
for several years after the funding is received and, depending on the results of those audits, the Company could
be obligated to repay a portion of the funding. A liability for such potential repayment has not been recorded as
the Company considers it neither probable nor reasonably estimable.

(j) Foreign Currency Translation

The functional currency of the Company’s foreign subsidiaries is the local currency in the country in which
the subsidiary is located. Assets and liabilities of foreign locations are translated to U.S. dollars using the
exchange rate at each balance sheet date. Income and expense accounts are translated using an average rate of
exchange during the period. Foreign currency translation adjustments are accumulated as a separate component
of stockholders’ equity. The Company is subject to transaction gains and losses from period to period due to
exchange rate fluctuations. The effect of aggregate transaction gains and losses is included in other income. The
Company incurred foreign exchange transaction gains of $62,000 during 2006, as compared to losses of
$178,000 during 2005.

(k) Goodwill and Other Long-Lived Assets

Goodwill represents the excess of the purchase price over the fair value of net assets obtained in business
acquisitions accounted for under the purchase method of accounting. The Company currently distinguishes three
reporting units that have goodwill, as follows: U.S. Data Analysis, Insightful United Kingdom, and Insightful
Switzerland.

In accordance with SFAS No. 142, Goodwill and Other Intangible Assets, goodwill and other indefinite
lived intangibles are tested for impairment at least annually and written down and charged to results of operations
only in periods in which the recorded value of those assets exceeds their fair value. SFAS 142 prescribes the use
of the two-phase approach for testing goodwill for impairment. The first phase is a screen for potential
impairment, while the second phase (if necessary) measures the amount of impairment, if any. Current
technology and other separable intangible assets that do not have indefinite lives are continued to be amortized
over their useful lives.

The Company performs a goodwill impairment test annually, using a measurement basis date of
October ist. Additional tests are performed when events occur or circumstances change that would more likely
than not reduce the fair value of a reporting unit below its carrying amount. No impairment was determined in
the annual impairment test for 2006, nor did any such events occur or circumstances exist during the year ended
December 31, 2006 that would indicate impairment existed as of December 31, 2006.

(1) Long-Lived Assets

Other intangibles with definite lives are stated at cost less accumulated amortization and are amortized on a
straight-line basis over a time frame that approximates the pattern in which the economic benefits of the
intangible asset are consumed. As of December 31, 2006, the Company’s purchased technology meets this
classification and is being amortized to expense over three years. See Note 3.

In accordance with SFAS No. 144, Accounting for Impairment or Disposal of Long-Lived Assets, the
Company considers the existence of facts or circumstances, both internal and external, that may suggest that the
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carrying amount of long-lived assets may not be recoverable. If such facts and circumstances were to exist,
recoverability of assets held and used would be measured by comparing the carrying amount of an asset to
estimated undiscounted future cash flows expected to be generated by the asset. If the carrying amount were
higher, the impairment loss would be measured by the amount, if any, by which the carrying amount of the assets
exceeds their fair value based on the present value of estimated expected future cash flows.

{m) Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the amounts
reported in the consolidated financial statements and accompanying notes. Actual results could differ from those
estimates. Significant estimates used in preparing the financial statements relate to areas that include, but are not
limited to, (i) revenue recognition, (ii) provision for bad debt, (iii) useful lives for property and equipment and
intangibles, (iv) fair values and impairment analysis of goodwill and intangible assets with definite lives, (v) tax
assets and liabilities and other tax exposure items, and (vi) valuation of stock options using the Black Scholes
option pricing model.

(n) Financial Instruments

At December 31, 2006, the Company had the following financial instruments: cash and cash equivalents,
short and long-term investments, accounts receivable, other receivables, accounts payable and accrued liabilities.
The carrying value of cash and cash equivalents, short-term investments, receivables, payables and accrued
liabilities approximates fair value based on the liquidity of these financial instruments or based on their short-
term nature.

(0) Taxes

The Company follows the asset and liability method of accounting for income taxes as set forth by SFAS
No. 109, Accounting for Income Taxes, and the provisions of SFAS No. 5, Accounting for Contingencies. Under
these rules, certain assumptions are made that represent significant estimates. Deferred tax assets and liabilities
are recognized for the future tax consequences attributable to differences between financial statement carrying
amounts of existing assets and liabilities and their respective tax basis, net operating loss and tax credit
carryforwards, and tax contingencies. Deferred tax assets and liabilities are measured using enacted tax rates
expected to apply to taxable income in the years in which those temporary differences are expected to be
recovered or settled.

The Company is required to estimate its potential tax obligations and claims in each of the jurisdictions in
which it operates as part of the process of preparing its consolidated financial statements. Significant judgment is
required in evaluating its tax positions and in determining its provision for income taxes and accruals for income
and other tax exposures such as sales taxes. The Company has established a valuation allowance to reduce
deferred tax assets as the Company believes it is not more likely than not that it will gencrate sufficient taxable
income to allow for the realization of its deferred net tax assets in the foreseeable future.

During the ordinary course of business, there are many transactions and calculations for which the ultimate
tax determination is uncertain. If necessary, the Company establishes accruals for tax-related uncertainties based
on estimates of whether, and to the extent which, additional taxes and interest will be due. These accroals are
established when, despite the Company's belief that its tax return positions are fully supportable, the Company
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believes that certain positions are likely to be challenged and may not be sustained on review by tax authorities.
These accruals are adjusted in light of changing facts and circumstances, such as the closing of a tax audit or the
expiration of a statute of limitations.

The Company generates sales in almost every state in the United States. There is a great variation in the tax
rules from state to state, including the rules that determine whether a company has a sufficient presence in a
particular jurisdiction such that it is required to register and collect and pay taxes in that jurisdiction. The
Company is registered in several states and local jurisdictions and the Company remits required state and local
taxes on related business operations in those states. In the second quarter of 2006, the Company began a
comprehensive examination of the tax rules for each of the various jurisdictions where the Company generates
sales. In the course of this examination, the Company concluded that some jurisdictions in which the Company
generated sales but had not been registered or paid taxes may have a basis to claim that, for a period of time, the
Company should have levied, collected, and remitted required sales taxes on applicable sales transactions. As a
result, the Company has recorded an estimated tax lability, net of estimated amounts to be collected from
customers, of $125,000 as of December 31, 2006. This net estimated tax liability was included in the Company’s
consolidated balance sheet for 2006 in accrued expenses and other current liabilities and in the Company’s
consolidated statement of income for 2006 under general and administrative expense. The Company’s estimate
was based on the following factors: the Company’s ability to successfully collect reimbursement from its
customers for sales tax payments the Company makes on their behalf as part of the process of registering in a
particular jurisdiction, the Company’s ability to determine whether the underlying sales tax obligations were
previously discharged directly by the applicable customers through other means, and the likelihood of the
Company’s success in qualifying for various amnesties, scttlements, or exemptions available in the applicable
states.

The provision for income and sales taxes includes the impact of potential tax claims and changes to accruals
and valuation allowances that the Company constders appropriate, as well as the related interest expense and
penalties. In addition to the Company’s judgments and use of estimates, there are inherent uncertainties
surrounding taxes that could result in actual amounts that differ materially from the Company’s estimates. For
example, additional jurisdictions besides the ones that the Company determined may assert a claim with respect
to sales taxes, and the Company may be less successful than it has anticipated at collecting reimbursement from
its customers for sales taxes that such customers should have been required to remit and that were not discharged
directly by such customers through other means. Accordingly, the Company’s actual sales tax obligation may
exceed the estimate established as of December 31, 2006, Any changes in circumstances related to these
contingencies could have a material effect on the Company’s financial condition, results of operations and cash
flows.

{(p) Recent Accounting Pronouncements

In February 2007, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 159, The Fair
Value Option for Financial Assets and Financial Liabilities. SFAS No. 159 permits entities to choose, at
specified election dates, to measure eligible items at fair value (“fair value option”) and to report in earnings
unrealized gains and losses on those items for which the fair value option has been elected. SFAS No. 159 also
requires entities to display the fair value of those assets and liabilities on the face of the balance sheet. SFAS
No. 159 establishes presentation and disclosure requirements designed to facilitate comparisons between entities
that choose different measurement attributes for similar types of assets and liabilities. SFAS No. 159 is effective
as of the beginning of an entity’s first fiscal year beginning after November 15, 2007. Early adoption is permitted
as of the beginning of the previous fiscal year provided that the entity makes that choice in the first 120 days of
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that fiscal year and also elects to apply the provisions of SFAS 157. The Company is currently evaluating the
impact of this pronouncement on its financial statements.

In September 2006, the SEC issued Staff Accounting Bulletin No. 08, Considering the Effects of Prior
Yeur Misstatements when Quantifving Misstatements in Current Year Financial Statements (“SAB 108"). SAB
108 eliminates the diversity of practice surrounding how public companies quantify financial statement
misstatements. It establishes an approach that requires quantification of financial statement misstatements based
on the effects of the misstaternents on each of the company’s financial statements and the related financial
statement disclosures. The Company adopted SAB 108 for annual financial statements issued for fiscal years
ending after November 15, 2006. The adoption did not have a material impact on the Company’s financial
condition or results of operations.

In September 2006, the FASB issued SFAS No, 157, Fair Value Measurements (“SFAS 157"), SFAS 157
clarifies the principle that fair value should be based on the assumptions that market participants would use when
pricing an asset or liability. Additionally, it establishes a fair value hierarchy that prioritizes the information used
to develop those assumptions. SFAS 157 is effective for financial statements issued for fiscal years beginning
after November 15, 2007. The Company does not anticipate this statement will have a material effect on its
results of operations or financial condition.

In July 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes—an
interpretation of FASB Statement No. 109 (“FIN 48"), which clarifies the accounting for uncertainty in tax
positions. FIN 48 requires a company to recognize the impact of a tax position in its financial statements if that
position is more likely than not to be sustained upon audit, based on the technical merits of the position. The
provisions of FIN 48 are effective for fiscal years beginning after December 31, 2006, with the cumulative effect
of the change in accounting principle recorded as an adjustment to opening retained earnings. The Company does
not anticipate this statement will have a material effect on its results of operations or financial condition.

In March 2006, the FASB issued SFAS No. 156, Accounting for Servicing of Financial Assets—an
amendment of FASB Statement No. 140 (“SFAS 156”). SFAS 156 requires a company to recognize a servicing
asset or servicing liability each time it undertakes an obligation to service a financial asset by entering into a
servicing contract in specific situations. The servicing asset or servicing liability must be initially measured at
fair value, but an entity may elect the “amortization method” or “fair value method™ for subsequent balance sheet
reporting periods. SFAS 156 is effective for fiscal years beginning after September 15, 2006. The Company does
not expect the adoption of this statement to have a material impact on its financial condition or results of
operations.

In February 20006, the FASB issued SFAS Ne. 155, Accounting for Certain Hybrid Financial Instruments—
an amendment of FASB Statements No. 133 and 140 (“SFAS 155™). SFAS 155 simplifies accounting for certain
hybrid instruments currently governed by SFAS No. 133, Accounting for Derivative Instruments and Hedging
Activities (“"SFAS 133"), by allowing fair value remeasurement of hybrid instruments that contain an embedded
derivative that otherwise would require bifurcation. SFAS 155 also eliminates the guidance in SFAS 133
Implementation Issue No. D1, Application of Statement 133 1o Beneficial Interests in Securitized Financial
Assets, which provides that such beneficial interests arc not subject to SFAS 133. SFAS 155 amends SFAS
No. 140, Accounting for Transfers and Servicing af Financial Assets and Extinguishments of Liabilities—a
Replacement of FASB Statement No. 125, by eliminating the restriction on passive derivative instruments that a
qualifying special-purpose entity may hold. SFAS 155 is effective for all financial instruments acquired, issued,
or subject to a remeasurement (new basis) event occurring after the beginning of an entity’s first fiscal year that
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begins after September 15, 2006. The Company does not expect the adoption of SFAS 155 to have a material
impact on its financial condition, or results of operations.

In November 2005, the FASB issued FASB Staff Position (*FSP") Nos. FAS 115-1 and FAS 124-1, The
Meaning of Other-Than-Temporary Impairment and its Application to Certain Investments. FSP Nos. FAS 115-1
and FAS 124-1 amend SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities, SFAS
No. 124, Accounting for Certain Investments Held by Not-for-Profit Organizations, and APB Opinion No. 18,
The Equity Method of Accounting for Investments in Common Stock. This guidance nullifies certain requirements
of Emerging lIssues Task Force lssue 03-1, The Meaning of Other-Than-Temporary Impairment and its
Application to Certain Investments. FSP Nos. FAS 115-1 and FAS 124-1 include guidance for evaluating and
recording impairment losses on debt and equity investments, as well as new disclosure requirements for
investments that are deemed not to be other-than-temporarily impaired. FSP Nos. FAS 115-1 and FAS 124-1 also
require other-than-temporarily impaired debt securities to be written down to their impaired value, which
becomes the new cost basis. The Company adopted FSP Nos. FAS 115-1 and FAS 124-1 effective for fiscal
periods beginning after December 15, 2005. The adoption did not have a material impact on the Company’s
financial condition or results of operations.

In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections. SFAS 154
replaces APB Opinion No. 20, Accounting Changes, and SFAS Statement No. 3, Reporting Accounting Changes
in Interim Financial Statements, and changes the requirements for the accounting for and reporting of a change in
accounting principle. This statement applies to all voluntary changes in accounting principle. It also applies to
changes required by an accounting pronouncement in the unusual instance that the pronouncement does not
include specific transition provisions. When a pronouncement includes specific transition provisions, those
provisions should be followed. APB 20 previously required that most voluntary changes in accounting principle
be recognized by including in net income of the period of the change the cumulative effect of changing to the
new accounting principle. SFAS 154 requires retrospective application to prior periods’ financial statements of
changes in accounting principle, unless it is impracticable to determine either the period-specific effects or the
cumulative effect of the change. SFAS 154 also requires that a change in depreciation, amortization, or depletion
method for long-lived, non-financial assets be accounted for as a change in accounting estimate effected by a
change in accounting principle. This statement carries forward without changing the guidance contained in APB
20 for reporting the correction of an error in previously issued financial statements and a change in accounting
estimate. This statement also carries forward the guidance in APB 20 requiring justification of a change in
accounting principle on the basis of preferability. The Company adopted SFAS 154 effective for accounting
changes made in fiscal years beginning after December 15, 2005. The adoption did not have a material impact on
the Company’s financial condition or results of operations.

On January 1, 2006 the Company adopted SFAS 123R, Accounting for Share Based Payments. See Note
2(c).

(3} PURCHASED TECHNOLOGY

In January 2004, the Company acquired title to the software code underlying the S programming language
from Lucent Technologies Inc. The $2.0 million purchase price included settlement in full for all royalties owed
by the Company to Lucent at the date of the acquisition, in the amount of $235,000. Under the agreement, $1.5
million of the purchase price was paid in the first quarter of 2004 and the remaining $0.5 million was paid in the
first quarter of 2005.
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As a result of this transaction, the Company capitalized $1,765,000 as purchased technology. This amount is
being amortized to software-related cost of revenues over a three-year estimated life. The Company recorded
$588,000 in amortization expense related to this technology during 2006 and 2005. The remaining $49,000
balance of this technology will be fully amortized in the first quarter of 2007.

(4) FINANCING ARRANGEMENTS

- In March 2006, the Company renewed a working capital revolving line of credit and security agreement
with Silicon Valley Bank. The terms provide for up to $3.0 million in borrowing availability through
March 2007. This facility, which is secured by the Company’s accounts receivable, allows the Company to
borrow up to the lesser of 75% of its eligible accounts receivable or $3.0 million, and bears interest at the prime
rate plus 1%. At December 31, 2006, the prime rate was 8.25%, and no amounts had been borrowed under the
line of credit facility.

The Company also had an equipment loan facility with Silicon Valley Bank, secured by underlying assets.
The Company originally borrowed $450,000 under this facility in 2002. The Company’s outstanding balance
under this facility was fully paid as of March 31, 2006, This loan called for interest equal to prime rate plus 1%,
and was repaid over a 42-month period that ended in March 2006.

These credit facilities contain covenants that limit the Company’s net losses and restrict the amount of
capital expenditures not financed through the equipment term loan. In addition, the Company is prohibited under
these facilities from paying dividends. The Company was in compliance with these covenants as of
December 31, 2006.

(5) EARNINGS PER SHARE

The following is a reconciliation of the number of shares used in the basic and diluted net income per share
computations for the periods presented {in thousands):

Year Ended
December 31,
2006 2003
Shares used in basic net income per share calculation ....................... 12,673 12,467
Effect of dilutive potential common shares resulting from stock options ........ 546 654
Shares used in diluted net income per share calculation .. .................... 13,219 13,121

The dilutive impact of the Company’s stock options is calculated using the treasury stock method, based on
the average share price of the Company’s commeon stock. Under the treasury stock method, the proceeds that
would be hypothetically received from the exercise of all stock options with exercise prices below the average
share price of the Company’s common stock are assumed to be used to repurchase shares of the Company’s
common stock.
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The Company excludes all potentially dilutive securities from its diluted net income per share computation
when their effect would be anti-dilutive. The following common stock equivalents were excluded from the
earnings per share computation because the exercise prices of the stock options and rights were greater than or
equal to the average price of the common shares, and therefore their inclusion would have been anti-dilutive (in
thousands);

Year Ended
December 31,
w6 2005
Stock options and warrants excluded from the computation of diluted net income
PO SRALE . . e 942 400

(6) ADVERTISING COSTS

The Company expenses advertising costs as incurred. Total advertising expenses were approximately
$163.000 for 2006 and $32,000 for 2005.

(7) CONCENTRATION OF CREDIT RISK

SFAS No. 105, Disclosure of Information about Financial Instruments with Off-Balance-Sheet Risk and
Financial Instruments with Concentrations of Credit Risk, requires disclosure of any significant off-balance-
sheet and credit risk concentrations. Financial instruments that are subject to credit risk consist primarily of cash
and cash equivalents and accounts receivable. Insightful maintains a significant portion of its cash balances with
two financial institutions and in amounts that exceed federally insured levels.

The Company’s accounts reccivable and customer base are dispersed across many different geographic
areas throughout North America and internationally and consist of companies in a variety of industries. The
Company generally assesses each new customer’s financial condition and does so through various methods, such
as a review of the customer’s current financial statements and or credit reports. For existing customers, prior
payment history is generally relied upon to cvaluate the probability of collection and credit worthiness of the
customer. The Company does not require collateral or other security to support credit sales, but provides an
allowance for bad debts based on historical experience and specifically identified risks.

As of December 31, 2006, two customers each accounted for more than 10% of the Company’s total
consolidated accounts receivable balance as December 31, 2006, with one customer accounting for 19% and one
customer accounting for 11%. As of December 31, 2005, only one customer accounted for more than 10% of the
company’s total consolidated accounts receivable balance, accounting for 18%.

One customer accounted for more than 109% of the Company's total revenues during 2006, and no customer
accounted for more than 10% during 2005.

(8) BUSINESS RESTRUCTURING

On September 30, 2003, Shawn Javid, President and Chief Executive Officer, resigned from the Company.
Termination benefits associated with the resignation of Mr. Javid were included in restructuring expenses
recorded in 2003. Payments were made on these termination benefits in the amount of $112,000 in 2005 and %0
in 2006. As of December 31, 2006, no termination benefits remained to be paid. No additional expenses are
expected to be incurred in connection with the 2003 restructuring or Mr. Javid’s termination.
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{9) PROPERTY AND EQUIPMENT

Property and equipment consists of the following (in thousands):

December 31,
2006 2005
Computer equipment and software . .. ... ...t $6905 $4,885
Fumniture and fixtures .. ...... ... i i i e 720 574
Leasehold improvements ......... ... .. ... i i it e 344 219
Less—Accumulated depreciation and amortization .. ...................... (5,212) (4,466)
Total property and equipment, Bet . ............c.cooeeniirnnnnniin.. $2,757 $1.212

Depreciation expense on fixed assets was approximately $644,000 during 2006 and $566,000 during 2005.

(10) INCOME TAXES

Income (loss) before taxes by income tax jurisdiction consisted of the following {in thousands):

Year ended
December 31,

2006 2005

........................................................ $103  $2,210
Boreign . . e 81 (193)

Total L e e $184  $2,017

The provisions for income taxes consisted of the following (in thousands):

Year ended
December 31,
w 2005
Current tax (benefit) expense:
20 | $7 $30
2} 71 A 19 20
20T (=71 3 (15)
Total CUITENt taX EXPENSE . - . . o\t vttt ettt ee e ee i eeneeen e eaeen s, 29 3s

Deferred tax expense was zero for the years ended December 31, 2006 and 2005.
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A reconciliation of the federal statutory rate to the Company’s effective tax rate is as follows:

Year Ended
December 31,
2006 2005
Income tax provision (benefit) at federal statutoryrate ................. ... 34.0% 34.0%
Increase (decrease) in tax resulting from:
State tax provision, NEL ... ... et i e 11.6 1.9
Foreign tax provision . ...........ooeeuvnriiennirnnnieanioaaans 37.8 (2.3)
Other permanent iteMS ... .. ...\ it ree i e rinn e iasris 13.4 0.2
Tax Credits .. ...t e (48.8) 42
Stock-based compensation .. ... i i e e §9.3 —_
0.1 7= —_ 39
Valuation alloWance . ... ... ittt e e e (121.8} @)
155% 1.7%

Deferred income taxes reflect the net tax effects of temporary differences between the carrying values of
assets and liabilities for financial reporting purposes and the amounts used for income tax reporting. Deferred tax
assets are also recorded for future tax benefit of net operating losses and tax credit carryforwards. The significant
components of the deferred tax assets and (liabilitics) are as follows (in thousands):

December 31,
2006 2005

Net operating loss carryforwards ........... ... oo $6903 $ 7,225
Property, plant, and equipment . ... .......iit it e 113 257
Accrued liabilities and reserves .. ... .. .. i e 367 235
Taxcreditcarryforwards . ........ ... . ... e 2,446 2,351
1 11+ 7= o AP 84 13

Netdeferred tax asset .. ...ttt ir oot riaananonernens 9913 10,081

Less: Valuation allowance ......... ... . i (9,913)  (10,081)
Netdeferred tak SSEL . .. oo vt ve st s e it e $ — 3 —

A valuation altowance in the full amount of the net deferred tax asset balance has been established as there
is sufficient uncertainty regarding the ability to realize the full amount of the deferred tax asset in the future. The
net decrease in the valuation allowance during the years ended December 31, 2006 and 2005 was $0.2 million
and $0.8 million, respectively.

As of December 31, 2006, the Company had federal net operating loss carryforwards of $18.0 million and
state net operating loss carryforwards of $1.1 million, respectively, all of which expire in the years 2009 to 2022.
As of December 31, 2006, the Company had tax credit carryforwards of $2.4 million, which expire in the years
2007 to 2025. The Internal Revenue Code contains provisions that limit the net operating loss and credit
carryforwards available to be used in any given year upon the occurrence of certain events, including significant
changes in ownership interests of the Company. As of December 31, 2006, the Company has foreign net
operating loss carryforwards of $1.6 million, which have no expiration date, and $1.1 million, which expire in the
years 2009 to 2011.
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The tax benefit for stock option deductions in excess of financial reporting deductions must be recognized
as a credit to additional paid-in capital. When realization of the deferred tax asset is more likely than not to occur,
the benefit related to the valuation allowance release attributable to stock option deductions will be credited to
additional paid-in capital. As of December 31, 2006, approximately $7.6 miltion of the federal net operating loss
carryforwards related to stock option deductions.

(11) COMMITMENTS AND CONTINGENCIES

As of December 31, 2006, the Company’s contraciual commitments associated with operating leases,
primarily for its office space in Seattle, Washington, and other domestic and international locations, as well as
equipment leases and financing are as follows (in thousands):

2007 2008 2009 2010 2011 Total

Operating lease obligations ................... $790  $297 $261 $81 $4  $1,433

Rent expense under the Company’s operating leases was approximately $737,000 during 2006 and $781,000
during 2005.

In certain of its licensing agreements, the Company provides intellectual property infringement
indemnifications. These indemnifications are excluded from the initial recognition and measurement
requirements of FASB Interpretation No. 45, Guarantor's Accounting and Disclosure Requirements for
Guarantees. Including Indirect Guarantees of Indebtedness of Others. The Company’s policy is to record any
obligation under such indemnification when a required payment under such indemnification is probable and the
amount of the future loss is estimable. At December 31, 2006 and 2005 there were no such indemnifications for
which a required payment was deemed to be probable or estimable; therefore, no accrual has been made for
potential losses associated with these indemnifications.

(12) OTHER COMPREHENSIVE INCOME

SFAS No. 130, Reporting Comprehensive Income, establishes standards for reporting and display of
comprehensive income and its components in the financial statements. As of December 31, 2006, comprehensive
income consisted of net income, foreign currency translation adjustments, and unrealized gains on short-term
investments in marketable securitics. Total comprehensive income for 2006 and 2005 is as follows (in
thousands):

Year Ended
December 31,
2006 2005
NEIRCOIME . .ottt et e e e e e et e 5156  $1,982
Unrealized gainoninvestments .............. ..ot irtneiinnnnanenannns 4 -
Change in cumulative translation adjustment ............... ... .. ... ... (72) 44
Comprehensive INCOME . .. ... .untttet ettt et iinieee iy $ 88 $2026

As December 31, 2006, total cumulative translation loss amounted a $320,000, and total cumulative
unrealized gain on investments amounted to $4,000,
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{13) 401(K) RETIREMENT PLAN

The Company sponsors a 401(k) plan that is available to all employees who satisfy certain eligibility
requirements relating 10 minimum age, length of service and hours worked. Eligible employees may elect to
contribute up to 20% of their pre-tax gross earnings, subject to statutory limitations regarding maximum
contributions. The Company matches employees’ contributions at the discretion of its management. The
company made contributions of $110,646 during 2006 and $17,952 during 2005.

(14) SEGMENT AND GEOGRAPHIC INFORMATION.

SFAS No. 131, Disclasures About Segments of an Enterprise and Related Information, establishes standards
for reporting information about operating segments in annual financial statements. It also establishes standards
for related disclosures about products, services, geographical areas and major customers. Business segment
information includes the segments of North American Data Analysis, International Data Analysis and Text
Analysis. For the years ended December 31, 2006 and 2005, the Company measured each segment’s
performance based on its revenues and contribution margin, which is a measure of profitability that allocates
only direct and controllable costs to a segment. Assets are not allocated to segments for internal reporting
presentations. Intercompany transactions have been eliminated from the segment information. Non-operating
income and expenses are not tracked by segment. Segment information is presented below (in thousands):

North American  International
Data Analysis Data Analysis  Text Analysis Total

2006
Revenues .............. ...t $13,289 $9,734 $ 992 £24,015
Contribution Margin .. ........................ 5,805 2,972 (207) 8,570
Unallocated Costs and Expenses . ............... (8,933)
Operating Loss .............. ...t £ (363
2005
Revenues .................... .. ... ... $12,545 $8.214 $1,578  $22,337
Contribution Margin . ......................... 6,086 2,605 282 8,973
Unallocated Costs and Expenses ................ (7,046)
OperatingIncome . ..........., ... ........ $ 1,927

As of January 1, 2007, the Company integrated its Text Analysis segment into its Data Analysis business,
and is no longer treating Text Analysis as a separate segment.
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The Company reports consolidated operating results based on geographic areas. A summary of key financial

data by region is as follows:

United
States Foreign Total

Year Ended December 31, 2006

REVEILE . ..ttt e e $14,282 $9,733 $24,015

Long-lived assets . ... ...ttt it ittt i 2,838 853 3,691

Total Net AsSets ... .. s i e 8,967 2443 11,410

Year Ended December 31, 2005

L 1 O 514,123 $8,214 $22,337

Long-livedassets ........ ... iiiiiieiiii it 1,913 781 2,694

Total Net ASSelS .t v vttt ettt et ettt ettt era e, 7,894 2193 10,087
{15) Unauodited Quarterly Data
Q1 Q2 Q3 Q4

For the year 2006
REVENUE . . oot $5,542 $5,156 $5.851 $7,466
Gross Profit L ..o e e e 4,181 3,809 4,485 5,891
Net icome (1088) ...ttt i e e e e 43) (415 287 327
Basic and diluted net income (loss) pershare ......................... $ 000 $(0.03) $ 002 $ 0.01
For the year 2005
RV EMIIE . .ottt e e e $5,258 §5,110 $5,408 $6,562
Gross profit ... ..o e e 4092 4000 4,128 5296
Nt inCOmE ... i i e i i e e e 334 334 311 1,003
Basic and diluted netincome pershare . ................... ... ... ... $003 3003 $002 $ 008

Due to rounding effects, the sum of certain quarterly data may not equal the corresponding annual amounts

disclosed elsewhere.
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ITEM 8. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE.

None.

ITEM 8A. CONTROLS AND PROCEDURES.

The term “disclosure controls and procedures” is defined in Rules 13a-15(e) and 15d-15(e) of the Securities
Exchange Act of 1934, or the Exchange Act. These rules refer to the controls and other procedures of a company
that are designed to ensure that the information required to be disclosed by a company in the reports that it files
or submits under the Exchange Act is recorded, processed, summarized and reported within required time
periods. Disclosure controls and procedures include, without limitation, controls and procedures designed to
ensure that information required to be disclosed in our Exchange Act reports is accumulated and communicated
to management, including our chief executive officer and chief financial officer, as appropriate to allow timely
decisions regarding required disclosure.

Our chief executive officer and our chief financial officer have evaluated the effectiveness of our disclosure
controls and procedures as of the end of the period covered by this report, and they have concluded that, as of
that date, our disclosure controls and procedures were effective.

In the fourth quarter of 2006, to enhance our internal control environment over financial reporting and
enable easier and quicker access to financial and other data, we implemented new customer resource and order
management systems and made significant modifications and enhancements to our existing accounting systems.

ITEM 8B. OTHER INFORMATION,
Not applicable.

PART 111

ITEM 9. DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS AND CONTROL PERSONS;
COMPLIANCE WITH SECTION 16(A) OF THE EXCHANGE ACT.

Directors and Executive Officers

The following table provides information regarding each of our director and executive officers.

Term Class of Director

Name Age Positions Held Expires Director  Since
Sachin Chawla ....... 47  Director 2009 I 2004
Jeffrey Coombs . ... ... 49  Director, President and Chief Executive Officer 2007 i1 2004
Samuel Meshberg .. ... 58 Chairman of the Board of Directors 2007 Il 2001
MarkQzur........... 51 Director 2008 Il 2001
Ronald Stevens . ...... 42  Director 2009 [ 2006
Richard Barber ....... 38 Chief Financial Officer and Treasurer -—_ — —

Sachin Chawla. Mr. Chawla has served as a director of Insightful since April 2004. Mr. Chawla currently
serves as Vice President of Engineering at GoldenGate Software, Inc., a provider of transactional data
management solutions. From 2002 to 2006, he served as Vice President of the Data Integration Division for
Business Objects. In 1996, he co-founded Acta Technology, a data integration provider that was acquired by
Business Objects in 2002, and served as its CEO from 1996 through 1998 and in multiple capacities as a Vice
President from 1998 through 2002. Before Acta, Mr. Chawla spent five years with Sybase Corporation where he
spearheaded the development of Replication Server, Sybase’s distributed, heterogeneous data replication product.
Mr. Chawla holds a B.S. in electrical engineering from the University of California Berkley and an M.S. in
computer science from Stanford University.
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Jeffrey Coombs. Mr, Coombs has served as President and Chief Executive Officer and a director of
Insightful since April 2004. Mr. Coombs joined Insightful in January 2003 as a consultant for Insightful’s Text
Analysis (InFact) business, became Senior Vice President of Sales and Marketing in May 2003, and became
interim Chief Executive Officer in October 2003. He became President and Chief Executive Officer in April
2004 and joined the Board of Directors at that time. From 1997 to 2002, he served as Vice President of
Marketing and Market Development for Acta Technology, a data integration company that was acquired by
Business Objects in 2002. He served as Group Director of Worldwide Partner Alliances and Strategic Marketing
for Business Objects from 1994 to 1997, and held assorted director-level positions in marketing, channels, and
partnerships for Informix from 1989 to 1994. Mr. Coombs holds an M.B.A. from Harvard and a B.A. from
Williams College.

Samuel Meshberg. Mr. Meshberg has served as a director of Insightful since February 200t. From 1984 to
2003, Mr, Meshberg served as President of Financial Management Investment Services, Inc., a private
investment company. He served as President of Philson, Inc., an anodizing company, from 1982 to 1999, and as
Chief Financial Officer of Emson Research, Inc., a packaging company, from 1990 to 1999. Philson and Emson
were acquired by AptarGroup, Inc., a packaging company, in February 1999. Mr. Meshberg holds a B.S. in
business and an M.B.A. from Babson College.

Mark Ozur. Mr. Ozur has served as a director of Insightful since February 2001. Mr. Ozur has served as
a high technology management consultant since October 2006. From Qctober 2004 to October 2006, Mr. Ozur
served as the Chief Executive Officer of PrediciableIT, a provider of hosted IT desktop solutions, which he
co-founded. Mr, Ozur was the Chief Technical Officer of edge2net, Inc., a global provider of international
telecommunications services, from June 2000 w October 2001, and President and Chief Executive Officer of
PulsePoint Communications, Inc., a telecommunications enhanced services company, from January 1995 through
August 1999, From December 1990 to December 1992, he was Vice President, Engincering for Precision
Visuals, Inc., a visualization software company. Mr. Ozur holds a B.S. in biology from Long Island University,
C.W. Post College, and is a graduate of the Executive Program for Smaller Companies at Stanford University
Graduate School of Business.

Ronald Stevens. Mr. Stevens has served as a director of Insightful since April 2006. Since December 2005,
Mr. Stevens has been serving as a senior financial manager to several companies, with focus on fundraising and
restructuring. Mr. Stevens served as CFO and COO of Loudeye Corporation, a digital media solutions company,
from March 2005 to December 2005. From 2000 to 2004, he was CFO/CQOO of Primus Knowledge Solutions, a
Seattle software company acquired by ATG in 2004. Prior to Primus, Mr. Stevens was Chief Operating Officer
of OnHealth Network Company, Inc., 2 consumer health care website acquired by WebMD 2000. Before joining
OnHealth, Mr. Stevens was Senior Vice President at consumer sofiware company Sierra On-Line, Inc.
Mr. Stevens has a B.A. in accounting and business administration from Western Washington University.

Richard Barber. Mr. Barber has served as Chief Financial Officer and Treasurer of Insightful since July
2004. From August 2003 until July 2004, Mr. Barber served as an independent financial consultant to high-
technology companies. From January 2001 to August 2003, he served as Chief Financial Officer of Fullplay
Media Systems, a hardware and software company. From 1991 to 2000, Mr. Barber held various positions at
KPMG LLP, most recently as a senior manager in the assurance department. Mr, Barber holds a B.S. in business
administration and accounting from Gonzaga University and is a Certified Public Accountant and Certified
Management Accountant.

Significant Employees

Nicholas Brown. Mr. Brown has served as Insightful’s Vice President, Marketing since August 2006. From
October 1998 to July 2006, he served as the Senior Director, Banking Products of Oracle/Siebel Systems, an
enterprise software vendor. Mr. Brown holds a B.A. in business administration, economics and religion from
Hope College.
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Thomas Dieker. Mr. Dieker has served as Insightful’s Vice President of Sales for the Americas and Asia
Pacific since December 2004, From April 2001 1o November 2004, he served as Director of Sales, Life Sciences
Ventical for SAS, a predictive analytics software and services company. From April 2000 to April 2001, he
served as National Sales Manager for ABC Technologies, an activity-based costing software company that was
acquired by SAS in March 2001. Prior to ABC Technologies, he held several sales management positions within
other enterprise software companies, including Peregrine Systems Inc., Sirius Computer Solutions and Activant
Corporation. Mr. Dicker has a B.S. in business management from Portland State University.

Colin Magee. Mr. Magee has served as Insightful’s Vice President, Europe since December 2004. He joined
Insightful in August 2001, serving as Sales Director for Northern Europe until December 2001 and as Managing
Director of U.K. from January 2002 to December 2004, Mr. Magee holds a B.A. in history from the University of
London.

Giovanni Marchisio, Mr. Marchisio has served as Insightful’s Vice President of Research and Development
since December 2006. He served as Insightful's Vice President of Engineering, Text Analysis and Search
{InFact) from October 2005 to December 2006 and as its Director of Emerging Products from January 2002 to
QOctober 2005. Between April 1996 and December 2001, he served at Insightful as a principal investigator for
several R&D projects for agencies of the federal government (DARPA, NASA, USAF and the NIH) and as a
consultant for finance customer engagements. From 1985 to 1996, he held a number of management or technical
lead positions with Active Voice Corporation (now a division of Cisco Systems, Inc.), Sierra Geophysics Inc. (a
former division of The Halliburton Company), and Gulf Canada Resources Ltd. He also served as a visiting
professor at the University of British Columbia. He holds a B.A.Sc. in Engineering from the University of British
Columbia and a Ph.D. in Geophysics from the University of California, San Diego.

Ann Parker-Way. Ann Parker-Way has served as Insightful’s Vice President, General Counsel and
Corporate Secretary since September 2006. From May 2003 to September 2006, Ms. Parker-Way served as
Senior Director and Associate General Counsel of drugstore.com, inc., a publicly traded online retailer. From
March 2000 to May 2003, she was an attorney in the law firm of Orrick, Herrington & Sutcliffe LLP, and from
September 1998 to March 2000 she was an attorney in the law firm of Perkins Coie LLP. Ms. Parker-Way holds
a B.S. in psychology from Eastern Michigan University and a J.D. from the University of Michigan Law School.

Audit Committee

We have a separately-designated standing audit committee established in  accordance with
Section 3(a)(58)(A) of the Exchange Act. The members of the audit committee are Ronald Stevens (chair),
Sachin Chawla and Mark Ozur. The board of directors has determined that Mr. Stevens is an “audit committee
financial expert,” as that term is defined in Item 401{e) of Regulation S-B promulgated by the Securities and
Exchange Commission (“SEC™), and that Mr. Stevens is independent, as independence is defined for audit
committee members by the NASDAQ listing standards applicable to us.

Section 16{a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act and regulated rules of the SEC require our directors, executive officers
and holders of more than 10% of our common stock to file with the SEC reports of initial ownership and reports
of changes in ownership of our common stock. SEC regulations require such persons to furnish us with copies of
all such filings. To our knowledge, based solely on our review of the copies of such forms we have received, or
written representations from certain reporting persons that no forms were required for those persons, our officers,
directors and holders of more than 10% of our common stock filed all required Section 16(a) reports on a timely
basis in 2006.
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Code of Ethics

Cur board of directors has adopted a Code of Ethics that applies to all of cur employees, directors and
officers. The Code of Ethics is available free of charge through our website at www.insightful.com. We intend to
post on our website any amendment to, or waiver from, a provision of our Code of Ethics that applies to our

principal executive officer, principal financial officer, principal accounting officer or controller that relates to any
element of the definition of “code of ethics” provided in Item 406(b) of Regulation S-B.

ITEM 10. EXECUTIVE COMPENSATION.

The following table provides information regarding the compensation earned in 2006 by our Chief
Executive Officer and the other most highly compensated exccutive officer whose total salary and bonus
exceeded $100,000 for 2006. These persons are referred to as the Named Executive Officers,

SUMMARY COMPENSATION TABLE

Option All Other
Salary Bonus Awards  Compensation
Name and Principal Position Year $) ($) (1 ($(2) (4] Total
Jeffrey E.Coombs ................... 2006 $248,063 $135,148 $329,531(3) $ 3.,750(4) $716,492
President and Chief Executive Officer 2005 $240,462 $130,087 $ —(5) $89,440(6) $459,989
Richard P.Barber ................... 2006 $206,600 $ 60,000 $ 46,914(7) $ 3,633(4) $317,148
Chief Financial Officer and Treasurer 2005 $204,79C $ 58,400 — $  825(4) $264,015

(1) Bonuses are reported for the year earned, even if actually paid in the following year.

(2) Represents the dollar amount recognized for financial statement reporting purposes in accordance with FAS
123R (which we adopted beginning in fiscal year 2006), disregarding the estimate of forfeitures related to
service-based conditions. No forfeitures were made during 2006 with respect to the options presented in this
Summary Compensation Table. Assumptions made in connection with this valuation are described in Note
2(c) of our consolidated financial statements, Significant Accounting Policies—Stock-Based Compensation
and Stockholders' Equity.

(3) On March 10, 2006, Mr. Coombs received a stock option to purchase 100,000 shares of our common stock
at an exercise price of $3.12, which was the closing price of our common stock on that date. Other material
terms of this option are described in the Outstanding Equity Awards at Fiscal Year End table below.

(4) Represents 401(k) matching funds.

(5) On March 5, 2005, Mr. Coombs received a stock option to purchase 150,000 shares of our commen stock at
an exercise price of $2.63, which was the closing price of our common stock on that date. Other material
terms of this option are described in the Qutstanding Equity Awards at Fiscal Year End table below.

(6) Includes 388,615 for relocation and living expenses reimbursed in accordance with Mr, Coombs’
October 27, 2004 offer letter, described below, and $825 in 401(k) matching funds.

(7) On March 10, 2006, Mr. Barber received a stock option to purchase 35,000 shares of our common stock at
an exercise price of $3.12, which was the closing price of our common stock on that date. Other material
terms of this option are described in the Outstanding Equity Awards at Fiscal Year End table below,
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Fiscal Year-End Option Values

The following table provides information about the outstanding options held by the Named Executive

Officers as of December 31, 2006.

OUTSTANDING EQUITY AWARDS AT FISCAL YEAR END

Equity Incentive
Plan Awards:
Number of Number of Nuomber of
Securities Securities Securities
Undertying Underlying Underlying
Unexercised  Unexercised Unexercised Option
Options Options Unearned Optlons  Exercise Option
# 6] ( Price Expiration
Name Exercisable  Unexercisable Exercisable (t3] Date
Jeffrey E.Coombs ..................... - (13} 100,000 - $3.12  3/10/2016
- (2) 150,000 - $2.63 3/5/2015
292,187(3y 132,813 - $243 172272014
196,875(4y 28,125 - $1.13 5/5/2013
17,250(5) - - $L.17  12/6/2012
Richard P.Barber ...................... 6.562(6) 28,438 - $3.12  3/1072016
70,312(7) 54,688 - $1L.66  7/2172014

(1) Represents an option to purchase 100,000 shares granted 1o Mr. Coombs on March 10, 2006. This option
will vest as follows: one-fourth of the option shares will vest and become exercisable on March 10, 2009,
and an additional one-fourth will vest each quarter thereafter, with the result that 100% of the option shares
will be vested and exercisable on December 10, 2009, provided that Mr. Coombs continues to provide
service to us through that date. This option expires on March 10, 2016.

Represents an option to purchase 150,000 shares granted to Mr. Coombs on March 5, 2005. This option will
vest as follows: one-fourth of the option shares will vest and become exercisable on March 7, 2008, and an
additional one-fourth will vest each quarter thereafter, with the result that 100% of the option shares will be
vested and exercisable on December 5, 2008, provided that Mr. Coombs continues to provide service to us
through that date. This option expires on March 5, 2015.

Represents an option to purchase 425,000 shares granted to Mr. Coombs on January 22, 2004, This option
will vest as follows: cne-eighth of the option shares will vest and become exercisable six months after the
date of grant, and an additional one-sixteenth will vest each quarter thereafter, with the result that 100% of
the option shares will be vested and exercisable on January 22, 2008, provided that Mr. Coombs continues
to provide service to us through that date. This option expires on January 22, 2014,

Represents an option to purchase 225,000 shares granted to Mr. Coombs on May 5, 2003. The option will
vest as follows: one-eighth of the option shares will vest and become exercisable six months after the date of
grant, and an additional one-sixteenth will vest each quarter thereafter, with the result that 100% of the
option shares will be vested and exercisable on May 5, 2007, provided that Mr. Coombs continues to
provide service to us through that date. The option expires on May 5, 2013

Represents an option to purchase 17,250 shares granted to Mr. Coombs on December 6, 2002. This option
has fully vested. This option expires on December 6, 2012.

Represents an option to purchase 35,000 shares granted to Mr. Barber on March 10, 2006. This option will
vest as follows: one-eighth of the option shares will vest and become exercisable six months after the date of
grant, and an additional one-sixteenth will vest each quarter thereafter, with the result that 100% of the
option shares will be vested and exercisable on March 10, 2010, provided that Mr. Barber continues to
provide service to us through that date. This option expires on March 10, 2016.

Represents an option to purchase 125,000 shares granted to Mr. Barber on July 27, 2004, This option will
vest as follows: one-eighth of the option shares will vest and become exercisable six months after the date of

2)

Q)

4)

(5)
©)

N
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grant, and an additional one-sixteenth will vest each quarter thereafter, with the result that 100% of the
option shares will be vested and exercisable on July 27, 2008, provided that Mr. Barber continues {0 provide
service to us through that date. This option expires on July 27, 2014.

Employment Contracts, Termination of Employment and Change-In-Control Arrangements

On October 27, 2004, when Jeffrey Coombs became our Chief Executive Officer, we executed an offer
letter that provided for initial base salary of $225,000 annually plus an initial bonus target of $120,000 annually,
a minimum annual increase of 5% in salary and target bonus amount in each year from 2005 through 2008, a
monthly local living expense allowance of $2,300 through April 2005, and reimbursement for actual relocation
expenses incurred by Mr. Coombs in connection with his move to Seattle, Washington by December 31, 2005.

On October 27, 2004, we also entered into an employment agreement regarding termination, or the Coombs
Severance Agreement, with Mr. Coombs. The Coombs Severance Agreement provides that, in the event
Mr. Coombs is terminated without cause, we will pay him his salary and performance bonus earned through the
date of termination and severance pay equal to 18 months’ salary based on the rate in effect as of the date of
termination. In addition, Mr. Coombs will have nine months from the date of termination to exercise any
unexpired stock options that were vested and exercisable as of the date of termination. In addition, the Coombs
Severance Agreement provides that, upon a change in control, we will accelerate the vesting of 50% of
Mr, Coombs’ unvested and unexpired stock options. The Coombs Severance Agreement also provides for
severance pay and acceleration of stock options in the event Mr. Coombs is terminated without cause three
meonths prior to, or within the 12 months following, a change in control. In such event, we will pay severance
equal to 18 months of salary based on the rate in effect as of the date of termination, and accelerate the vesting of
all of Mr. Coombs’ unvested and unexpired stock options. Mr. Coombs will have nine months from the date of
termination to exercise any unexpired stock options that were vested and exercisable as of the date of
termination.

On July 26, 2004, we entered into an employment agreement regarding termination, or the Barber Severance
Agreement, with Richard P. Barber, our Chief Financial Officer. The Barber Severance Agreement provides that,
in the event Mr. Barber is terminated without cause, we will pay him his salary and performance bonus earned
through the date of termination and severance pay equal to six months’ salary based on the rate in effect as of the
date of termination. In addition, the Barber Severance Agreement provides for the acceleration of the vesting of
50% of any unvested, unexpired stock options in the event of a change in control, such acceleration to occur
within six months after the change in control, provided Mr. Barber remains employed by Insightful on the date of
acceleration. The Barber Severance Agreement also provides for severance pay and acceleration of stock options
in the event Mr. Barber is terminated without cause within three months prior to, or within the six months
following, a change in control. In such event, we will pay severance equal to six months of salary based on the
rate in effect as of the date of termination and accelerate the vesting of all of Mr. Barber’s unvested and
unexpired stock options. Mr. Barber will have 90 days from the date of termination to exercise any unexpired
stock options that were vested and exercisable as of the date of termination.




Director Compensation

The following table provides information about compensation earned in 2006 by members of our Board of
Directors who are neither employees nor officers. These directors are referred to as non-employee directors.

DIRECTOR COMPENSATION
Fees Earned
or Paid in Option
Name Cash($)(1)  Awards ($)(2)  Total ($}
Paul N.Bialek (3) . ... .o i i e e £ 8,500 $22,119(4) $30,619
Sachin Chawla .. .. ... i i i i e i $31,375 $22,119(5) $53.494
Samuel R. Meshberg .............. i, $27,000 $22,119(6) $49,119
Mark C.OzZUr . .. e e e $34,500 $22,119(7) 356,619

Ronald M. Stevens (8) . .. ..ottt $23,500 $22,119(9) $45,619

(1) Fees are reported for the year earned, even if actually paid in the following year.

{2) Represents the dollar amount recognized for financial statement reporting purposes in accordance with FAS
123R (which we adopted beginning in fiscal year 2006). Assumptions made in connection with this
valuation are described in Note 2(c) of our consolidated financial statements, Significant Accounting
Policies—Stock-Based Compensation und Stockholders’ Equity.

(3) Mr. Bialek resigned from the Board effective April 4, 2006,

(4) Represents an option grant of 20,000 shares made to Mr. Bialek on February 3, 2006. At December 31,
2006, Mr. Bialek held no outstanding options to purchase our common stock.

(5) Represents an option grant of 20,000 shares made to Mr. Chawla on February 3, 2006. At December 31,
2006, Mr. Chawla held outstanding options to purchase 55,000 shares of our common stock.

(6) Represents an option grant of 20,000 shares made to Mr. Meshberg on February 3, 2006. At December 31,
2006, Mr. Meshberg held outstanding options to purchase 120,000 shares of our common stock.

(1) Represents an option grant of 20,000 shares made to Mr. Ozur on February 3, 2006. At December 31, 2006,
Mr. Qzur held outstanding options to purchase 122,000 shares of our common stock.

(8) Mr. Stevens joined the Board of Directors on April 4, 2006.

(9) Represents an option grant of 20,000 shares made to Mr. Stevens on April 4, 2006. At December 31, 2006,
Mr. Stevens held outstanding options to purchase 20,000 shares of our common stock.

Each non-employee director receives $5,000 per calendar quarter for attending Board and committee
meetings, provided that he or she attends a minimum of 75% of the regular and special meetings of the Board
and of any committees of which he or she is a member. Members of the Audit Committee receive an additional
$1,875 each quarter, and members of the Compensation Committee receive an additional $625 each quarter. The
chairman of the Board, the chairman of the Compensation Committee and the chairman of the Audit Committee
receive an additional $625 per quarter. In addition, each non-employee director receives $2,000 for each special
meeting of the Board he or she attends in person, $500 for each special meeting of the Board he or she attends by
telephone, and $250 for each special meeting of a Board committee he or she attends by telephone.

In addition, each non-employee director is entitled to participate in our Amended and Restated 2001
Non-Employee Director Stock Option Plan, or 2001 Director Plan. Under the 2001 Director Plan, as amended
March 16, 2007, each non-employee director who first becomes a member of the Board after March 16, 2007
automatically receives, on the date the he or she becomes a member of the Board, an option to purchase a number
of shares of our common stock equal to the sum of (i) 15,000 plus (ii) 15,000 divided by 12 multiplied by the full
number of months between the date on which he or she becomes a member of the Board and the next
March 16th. In addition, effective March 16, 2007 and each March 16th thereafter, each non-employee director
who is serving on the Board on the applicable March 16% automatically receives an option to purchase 15,000
shares of our common stock. Both the initial option grants and each annual grant vests quarterly in equal
increments over a one-year period.
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Under the 2001 Director Plan in effect before March 16, 2007, each non-employee director received
automatically on the date of his or her first election or appointment to the Board an option to purchase 20,000
shares of our common stock at an exercise price equal to the fair market value of our common stock on that date.
In addition, on February 3 of each year, each non-employee director who had served on the Board for at least one
year automatically received an option to purchase 20,000 shares of our common stock at an exercise price equal
to the fair market value of our common stock on the date of grant. Each non-employee director who had served
for less than a full year as of February 3 automatically received an option to purchase that number of shares of
our common stock equal to the number of full months he or she had served as a director during the prior year,
divided by 12 and multiplied by 20,000. Options granted under the 2001 Director Plan before March 16, 2007
were fully vested on the date of grant.

ITEM 11. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
Security Ownership of Certain Beneficial Owners and Management

The following table provides information regarding the beneficial ownership of our common stock as of
March 15, 2007 by:

» each person known by us to own beneficially more than 5% of cur common stock, based on publicly
available information;

* each of our Named Executive Officers;
« each of our directors; and

+ all of our directors and executive officers as a group.

On March 15, 2007, we had 12,991,977 shares of common stock outstanding. Except as otherwise indicated
below, to our knowledge, the beneficial owners listed below have sole voting and investment power with respect
to all shares beneficially owned, subject to community property laws where applicable. Under the rules of the
SEC, shares of common stock subject to options exercisable currently or within 60 days are deemed outstanding
for purposes of computing the ownership percentage of the person holding the option, but are not deemed
outstanding for purposes of computing the ownership percentage of any other person. The address for the persons
listed below is c/o Insightful Corporation, 1700 Westlake Avenue North, Suite 500, Seattle, Washington 98109,

Amount and Nature Percent of

Name and Address of Beneficial Owner of Ownership Class
Samuel Meshberg and certain affiliates ... ............... ... ... .. ... 2,886,663(1) 22.2%
Jeffrey Coombs . ... ..o e 601,682(2) 4.6%
SachinChawla . ... ... . . i 75,000(3) *
Mark Ozur .. ... et e 142,000(3) 1.1%
Romald Stevens ... ... . . i e s 36,667(3) *
Richard Barber . . ... ... .. e 94,687(3) *
All directors and executive officers as a group (6 persons) ................ve. 3,836,699(4) 29.5%

*  Less than 1%

(1) Mr. Meshberg has sole voting and dispositive power with respect to 2,075,220 shares of common stock,
including 140,000 shares subject to options exercisable on or within 60 days of March 15, 2007. In addition,
Mr. Meshberg may be deemed to share voting and dispositive power with respect to 765,193 shares held by
family trusts of which Mr. Meshberg is a beneficiary and/or co-trustee, 37,188 shares held by trusts for the
benefit of his children of which Mr. Meshberg is a co-trustee, and 5,062 shares owned by a limited liability
company of which Mr. Meshberg controls the voting power. Mr. Meshberg disclaims beneficial ownership
of the shares owned by these trusts and limited liability company, except to the extent of his pecuniary
interest in the shares,

(2) Includes 587,562 shares subject to options exercisable on or within 60 days of March 15, 2007,

(3) Represents shares subject to options exercisable on or within 60 days of March 15, 2007.

(4) Includes 1,075,916 shares subject to options exercisable on or within 60 days of March 15, 2007.
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Equity Compensation Plans

The following table provides information as of December 31, 2006 regarding the equity compensation plans
under which our equity securities are authorized for issuance.

EQUITY COMPENSATION PLAN INFORMATION

Number of securities remaining
Number of securities to  Weighted-average exercise available for future issuance

be issued upon exercise price of outstanding under equity compensation
of outstanding options, options, warrants and plans (excluding securities
warrants and rights rights reflected in column (a)}
Plan Category (a) (b) {c}

Equity compensation plans

approved by security

holders (1) .................. 3,061,613 $2.35 1,968,159
Equity compensation plans not

approved by security

holders (2) .................. 17,250 $1.17 —

Total ........... ...l 3,078,863 $2.35 1,968,159

(1) Represents shares issuable with respect to options issued and issuable under our Amended and Restated
2001 Stock Option and Incentive Plan and our Amended and Restated 2001 Non-Employee Director Stock
Option Plan, and shares issuable upon the exercise of options issued under our 1992 Stock Plan. Because the
1992 Stock Plan has expired, no additional options may be issued under that plan.

(2) Represents shares issuable with respect to options issued under our 1996 Non-Qualified, Non-Officer Stock
Option Plan. Because the 1996 Non-Qualified, Non-Officer Stock Option Plan has expired, no additional
options may be issued under that plan.

ITEM 12. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS.
Employment Contracts, Termination of Employment and Change-In-Control Arrangements

See ltem 10, Executive Compensation-Employment Contracts, Termination of Employment and
Change-In-Control Arrangements, for a description of our offer letter to Jeffrey Coombs and our severance
agreements with Mr. Coombs and Richard Barber.

Director Independence

The board of directors has determined that each of Samuel Meshberg, Sachin Chawla, Mark Ozur and
Ronald Stevens is independent, as independence is defined for directors by the applicable NASDAQ listing
standards.

ITEM 13. EXHIBITS

(a) Exhibits:
Exhibit
Number Description
3.1 Amended and Restated Certificate of Incorporation of the registrant (Exhibit 3.1) (A)

32 Amended and Restated Bylaws of the registrant (Exhibit 3.2) (A)

33 Certificate of Amendment of Certificate of Incorporation of the registrant (Exhibit 3.3) (B)
10.1 1996 Non-Qualified, Non-Officer Stock Option Plan (Exhibit 4.4) (C)
10.2 Amended and Restated 2001 Stock Option and Incentive Plan (Exhibit 10.1} (D)
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Exhibit
Number

Description

10.3¢
10.4

10.5
10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13
10.14

211
23.1%
24.1%
31.1%

31.2¢

32.1%

32.2¢

Amended and Restated 2001 Non-Employee Director Stock Option Plan

Amended and Restated 2001 Employee Stock Purchase Plan, as amended and restated
{Exhibit 10.1) (E)

2003 Employee Stock Purchase Plan (Exhibit 10.1) (F)

Loan and Security Agreement, dated March 29, 2002, by and between the registrant and Silicon
Valley Bank (Exhibit 10.2) (G)

Negative Pledge Agreement, dated March 29, 2002, by and between the registrant and Silicon
Valley Bank (Exhibit 10.3) (G)

Loan Modification Agreement, dated August 15, 2002, by and between the registrant and Silicon
Valley Bank (Exhibit 10.1) (H)

Amendment No. 1 to Loan and Security Agreement, dated March 28, 2003, by and between the
registrant and Silicon Valley Bank (Exhibit 10.1) (I}

Seventh Amendment to Loan and Security Agreement, dated March 27, 2006, by and between the
registrant and Silicon Valley Bank (Exhibit 10.19) (B)

Assignment and License Agreement, effective January 19, 2004, between Lucent Technologies Inc.
and the registrant (Exhibit 10.1} (J)

Employment Agreement Regarding Termination, effective as of April 29, 2004, between Jeffrey E.
Coombs and the registrant (Exhibit 99.1) (K)

Offer Letter, dated October 19, 2004, to Jeffrey E. Coombs from the registrant (Exhibit 99.2) (K)

Employment Agreement Regarding Termination, effective as of July 26, 2004, between Richard
Barber and the registrant (Exhibit 3.3) (L}

Subsidiaries of the registrant
Consent of Moss Adams LLP, Independent Registered Public Accounting Firm
Power of attorney (contained on signature page)

Certification of Chief Executive Officer pursuant to Rules 13a-14(a) and 15d-14(a) under the
Securities Exchange Act of 1934, as amended

Certification of Chief Financial Officer pursuant to Rules 13a-14(a) and 15d-14(a) under the
Securities Exchange Act of 1934, as amended

Certification of Chief Executive Officer pursuant to 18§ U.S.C. Section 13.50, adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002

Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 13.50, adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002

t  Filed herewith,
*  Confidential treatment granted by order of the SEC.

(A) Incorporated by reference to the designated exhibit included in the registrant’s Quarterly Report on
Form 10-Q) for the quarter ended September 30, 2001 (SEC File No. 0-20992), filed on November 14, 2001.

(B) Incorporated by reference to the designated exhibit included in the registrant’s Annual Report on Form
10-KSB for the year ended December 31, 2005 (SEC File No. 0-20992), filed on March 31, 2006.
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(©)

(D)

(E)

(F)

(&)

(H)

(I

)

(K)

(L)

Incorporated by reference to the designated exhibit included in the registrant’s Registration Statement on
Form S-8 (S§EC File No. 333-18245), filed December 19, 1996.

Incorporated by reference to the designated exhibit included in the registrant’s Registration Statement on
Form §-8 (SEC File No. 333-91878), filed July 3, 2002.

Incorporated by reference to the designated exhibit included in the registrant’s Quarterly Report on
Form 10-Q for the quarter ended June 30, 2002 (SEC File No. 0-20992), filed August 14, 2002.

Incorporated by reference to the designated exhibit included in the registrant’s Registration Statement on
Form S-8 (SEC File No. 333-106580), filed June 27, 2003.

Incorporated by reference to the designated exhibit included in the registrant’s Quarterly Report on
Form 10-Q for the quarter ended March 31, 2002 (SEC File No. 0-20992), filed May 15, 2002.

Incorporated by reference to the designated exhibit included in the registrant’s Quarterly Report on
Form 10-Q for the quarter ended September 30, 2002 (SEC File No. 0-20992), filed November 14, 2002.

Incorporated by reference to the designated exhibit included in the registrant’s Quarterly Report on
Form 10-Q for the quarter ended March 31, 2003 (SEC File No. 0-20992), filed May 15, 2003.

Incorporated by reference to the designated exhibit included in the registrant’s Current Report on Form §-K
(SEC File No. 0-20992), filed February 3, 2004.

Incorporated by reference to the designated exhibit included in the registrant’s Current Report on Form 8-K
(SEC File No. 0-20992), filed November 1, 2004.

Incorporated by reference to the designated exhibit included in the registrant’s Quarterly Report on
Form 10-Q for the quarter ended September 30, 2004 (SEC File No. (0-24992), filed November 15, 2004.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES.

For the fiscal years ended December 31, 2006 and 2005, the aggregate fees for accounting services billed to

Insightful by Moss Adams LLP, our independent registered public accounting firm, were as follows:

Audit Fees, The aggregate fees billed for professional services rendered for the audit of our annual
consolidated financial statements, review of financial statements included in our Forms 10-Q, the A-133
program audit for our government grants and services provided in connection with statutory and regulatory
filings were $241,795 for 2006 and $230,940 for 2005.

Audit-Related Fees, The aggregate fees billed for assurance and related services that were reasonably
related to the performance of the audit or review of our consolidated financial statements, not reported as
audit fees, were $6,035 for 2006 and $19,706 for 2005.

Tax Fees. The aggregate fees billed for professional services for tax compliance, tax advice and tax
planning were $15,600 for 2006 and $0 for 2005. The services in 2006 related to income tax compliance.

All Other Fees. Moss Adams LLP did not bill us for any other professional services in 2006 or 2005.

The audit committee’s charter provides that the committee will meet and will pre-approve all audit services

and permissible non-audit services to be performed for us by our independent registered public accounting firm.
All fees billed by Moss Adams LLP in 2006 were pre-approved by the audit committee. The audit committee has
considered the provision of these services to us by Moss Adams LLP and determined that such provision of
services was compatible with maintaining auditor independence.
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SIGNATURES

In accordance with Section 13 or 15(d) of the Exchange Act, the registrant caused this report to be signed on
its behalf by the undersigned, thereunto duly authorized.

March 30, 2007
INSIGHTFUL CORPORATION

By: /s/ leffrey E. Coombs

Jeffrey E. Coombs
President and Chief Executive Officer
(Principal Executive Officer)

By: /sf Richard P. Barber

Richard P. Barber
Chief Financial Officer
(Principal Financial and Accounting Officer)

POWER OF ATTORNEY

Each person whose individual signature appears below hereby authorizes and appoints Ann L. Parker-Way
and Richard P. Barber, and each of them, with full power of substitution and resubstitution and full power to act
without the other, as his true and lawful attorney-in-fact and agent to act in his name, place and stead and 10
execute in the name and on behalf of each person, individually and in each capacity stated below, and to file, any
and all amendments to this report, and to file the same, with all exhibits thereto, and other documents in
connection therewith, with the Securities and Exchange Commission, granting unto said attorneys-in-fact and
agents, and each of them, full power and authority to do and perform each and every act and thing, ratifying and
confirming all that said attorneys-in-fact and agents or any of them or their or his substitute or substitutes may
lawfully do or cause to be done by virtue thereof.

In accordance with the Exchange Act, this report has been signed below by the following persons on behalf
of the registrant and in the capacities and on the dates indicated.

Signature Title _l_)j.t_e
/s/ Jeffrey E. Coombs Director, President and Chief March 30, 2007
Jeffrey E. Coombs Executive Officer (Principal
Executive Officer)
/s/ Richard P. Barber Chief Financial Officer and March 30, 2007
Richard P, Barber Treasurer (Principal Financial
and Accounting Officer)
/s/ Samuel R, Meshberg Chairman of the Board of March 30, 2007
Samuel R. Meshberg Directors
fs/ Sachin Chawla Director March 30, 2007
Sachin Chawla
Is/ Mark C. Ozur Director March 30, 2007
Mark C. Ozur
/s/  Ronald M. Stevens Director March 30, 2007

Ronald M. Stevens
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Insightful

the knowiedge to act™

June 13, 2007

Dear Stockholder:

You are cordially invited to attend Insightful Corporation’s 2007 annual meeting of stockholders. The
annual meeting will be held on Monday, July 16, 2007, at 9:00 a.m. Seattle time, at the offices of Orrick,
Herrington & Sutcliffe LLP, 719 Second Avenue, Suite 900, Seattle, Washington.

At the annual meeting, our stockholders will be asked to elect two Class II directors to our Board of
Directors and to ratify the appointment of Moss Adams LLP as our independent registered public accounting
firm for the fiscal year ending December 31, 2007. For more information regarding these proposals, I urge you to
carefully read the accompanying proxy statement.

OUR BOARD OF DIRECTORS RECOMMENDS THAT YOU VOTE “FOR” EACH OF THE
PROPOSALS.

Your participation and vote are important. Even if you plan to attend the annual meeting in person, please
complete, sign and date the enclosed proxy card and return it promptly in the enclosed postage-prepaid envelope.
Your shares will be voted in accordance with the instructions you give in your proxy. Returning the proxy card
will not limit your right to attend or vote at the annual meeting. If you attend the annual meeting, you may vote in
person if you wish, even if you previously returned your proxy card.

Thank you for your support of Insightful Corporation.

Sincerely,

M (Ol

Jeffrey Coombs
President and Chief Executive Officer

PLEASE COMPLETE, SIGN, DATE AND RETURN THE ENCLOSED PROXY CARD.




Insightful

the knowledge to act™
INSIGHTFUL CORPORATION

NOTICE OF ANNUAL MEETING OF STOCKHOLDERS
July 16, 2007

To the Stockholders of Insightful Corporation:

The 2007 annual meeting of Stockholders of Insightful Corporation, a Delaware corporation, will be held on
Monday, July 16, 2007, at 9:00 a.m. Seattle time, at the offices of Orrick, Herrington & Sutcliffe LLP, 719
Second Avenue, Suite 900, Seattle, Washington, for the following purposes:

1. To elect two Class I directors, each to serve for a three-year term;

2. To ratify the appointment of Moss Adams LLP as Insightful’s independent registered public
accounting firm for the fiscal year ending December 31, 2007; and

3. To transact such other business as may properly come before the meeting and any adjournment or
postponement thereof.

THE BOARD OF DIRECTORS RECOMMENDS THAT YOU VOTE “FOR” EACH OF THE
PROPOSALS.

These items of business are more fully described in the proxy statement accompanying this notice. The
Board of Directors has fixed the close of business on June 1, 2007 as the record date for the meeting. Only
stockholders of record at the close of business on the record date are entitled to notice of, and to vote at, the
meeting or any adjournment or postponement thereof.

You are cordially invited to attend the annual meeting. To ensure that your shares are represented and voted,
however, you should complete, sign, date and return the enclosed proxy card in the enclosed postage-prepaid
envelope as promptly as possible. Your shares will be voted in accordance with the instructions you give in your
proxy. You may revoke your proxy at any time before it is voted by signing and returning a proxy for the same
shares bearing a later date, by filing with the Secretary of Insightful a written revocation bearing a later date or
by attending the annual meeting and voting in person. You will still be able to vote your shares in person should !
you decide to attend the annual meeting, even if you have previously returned your proxy card.

By Order of the Board of Directors

Ann Parker-Way
Vice President, General Counsel and Secretary

Seattle, Washington
June 13, 2007

YOUR VOTE IS IMPORTANT

Please complete, sign and date the enclosed proxy card and return it promptly in the enclosed
envelope so that your shares will be represented whether or not you attend the annual meeting,
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Insightful

the knowledge to act™

INSIGHTFUL CORPORATION

PROXY STATEMENT
FOR
2007 ANNUAL MEETING OF STOCKHOLDERS

To be held on Monday, July 16, 2007

These proxy materials are being delivered in connection with the annual meeting of stockholders of
Insightful Corporation (the “annual meeting”), to be held on Monday, July 16, 2007, at 9:00 a.m. Seattle time, at
the offices of Orrick, Hemrington & Sutcliffe LLP, 719 Second Avenue, Suite 900, Seattle, Washington, or at
such other time and place to which the annual meeting may be adjourned or postponed. The enclosed proxy is
solicited on behalf of Insightful’s Board of Directors (the “Board™). These proxy materials were first mailed to
stockholders entitled to vote at the annual meeting on or about June 13, 2007.

Our mailing address and the address of our principal executive offices is Insightful Corporation, 1700
Westlake Avenue North, Suite 500, Seattle, Washington 98109, and our telephone number is (206) 283-8802.

GENERAL INFORMATION

Record Date; Outstanding Shares Entitled to Vote

Only holders of record of our common stock at the close of business on June 1, 2007 (the “record date™) will
be entitled to notice of, and to vote at, the annual meeting. As of the record date, 12,893,042 shares of common
stock were outstanding. A list of stockholders entitled to vote at the annual meeting will be available for
inspection by any stockholder for any purpose germane to the annual meeting for ten (10) days before the annual
meeting, during ordinary business hours, at our headquarters at 1700 Westlake Avenue North, Suite 500, Seattle,
Washington 98109.

Quorum; Voting

To carry on the business of the annual meeting, we must have a quorum. A quorum is present when the
majority of the shares of common stock issued and outstanding as of the record date are represented, in person or
by properly executed proxy.

Any broker, bank, nominee, fiduciary or other custodian (any of these, a “custodian™) that holds shares of
our common stock in “street name” (i.e., the name of the custodian) for the account of a customer who is the
beneficial owner of those shares, and that does not receive specific instructions from the customer on how to
vote, has the power to vote those shares at its discretion in the election of directors and for other routine matters
for which it has not received voting instructions. A broker non-vote occurs when the custodian may not vote, or
give a proxy to vote, a customer’s shares because the customer did not provide voting instructions with respect to
a non-routine matter. An abstention occurs when a stockholder affirmatively instructs a vote to be withheld or
when a stockholder who has not given a proxy is present at the meeting but does not cast a ballot. Abstentions
and broker non-votes are treated as represented for purposes of establishing the quorum, but are not treated as
represented and voting with respect to a proposal.




-

Each holder of record of our common stock is entitled to one vote per share, which may be cast either in
person or by proxy at the annual meeting.

The directors elected at the annual meeting will be the two nominees receiving the greatest number of
affirmative votes. Because custodians will have discretionary voting authority with respect to the election of
directors, there will be no broker non-votes with respect to this proposal. Abstentions and votes withheld from
any nominee will result in the nominees receiving fewer votes but will have no effect because the outcome is
determined by a plurality of the votes cast. Holders of common stock are not entitled to cumulate votes in
electing directors.

The ratification of the appointment of Moss Adams LLP as our independent registered public accounting
firm for fiscal year 2007 and any other matters submitted to a vote of stockholders at the annual meeting require
the affirmative vote of a majority of the shares represented and voting. Because custodians will have
discretionary voting authority with respect to this proposal, there will be no broker non-votes with respect to this

i proposal. Abstentions will have the same effect as a vote against this proposal.

' An automated system administered by our transfer agent tabulates the votes. The vote on each matter
| submitted to stockholders is tabulated separately, If a stockholder writes comments on a proxy card, the
comments will be provided to Insightful but the votes made on the proxy card will remain confidential.

Our stockholders have no appraisat rights with respect to these proposals.

Proxies

All shares represented by valid proxies returned in time to be counted at the annual meeting will be voted.
Where a choice has been specified on a proxy card with respect to a matter to be voted on at the annual meeting,
the shares represented by the proxy will be voted in accordance with that specification. Where no choice is
specified on the proxy card, the shares represented by the proxy will be voted FOR the election of each of the
. nominees and FOR the ratification of the appointment of Moss Adams LLP as our independent registered public

accounting firm for fiscal year 2007.

The Board knows of no other matters to be presented for consideration at the annual meeting. If any other
matter is properly presented at the annual meeting (for example, consideration of a motion to adjourn the annual
meeting to another time and/or place), the persons named as proxies will have discretion to vote all shares
represented by proxies on that matter in accordance with their judgment.

|
|
‘ A stockholder may revoke a proxy at any time before it is voted at the annual meeting, by doing any of the
‘ following:

|

* completing a new proxy card with a later date (the latest vote will count);

+ filing with the Secretary of Insightful, prior to the annual meeting, either a written revocation or a duly
executed proxy bearing a later date; or

« attending the annual meeting and voting in person, regardless of whether a proxy has previously been
given.

Any written notice of revocation of subsequent proxy should be sent to: Secretary, Insightful Corporation,
1700 Westlake Avenue North, Suite 500, Seattle, Washington, 98109, or hand delivered to the Secretary at or
before the taking of the vote at the annual meeting. Attending the annual meeting will not revoke a stockholder’s
proxy unless the stockholder votes in person at the annual meeting.




If shares are held in street name by a custodian, then the custodian’s name, rather than the beneficial
owner’s name, will appear in the register of stockholders and the custodian will be entitled to vote the beneficial
owner’s shares. Stockholders attending the annual meeting will not be able to vote their shares held in street
name, and should therefore instruct their custodians on how to vote their shares.

Costs of Proxy Solicitation

We will pay the costs and expenses of soliciting proxies. In addition to soliciting by mail, our directors,
officers, employees and representatives may solicit proxies from our stockholders in person or by telephone,
email, or other means of communication following the original solicitation. Our directors, officers, employees
and representatives will not be additionally compensated for any such solicitation, but may be reimbursed for
reasonable out-of-pocket expenses they incur. We may request custodians to forward proxy materials to the
beneficial owners of shares held as of record by such custodians and, if so, will reimburse such custodians for the
reasonable out-of-pocket costs they incur. We may, if appropriate, retain an independent proxy solicitation firm
to assist in soliciting proxies. If we do so, we will pay such firm’s customary fees and expenses.




PROPOSAL I: ELECTION OF DIRECTORS

The Board of Directors recommends that you vote “FOR” election of the nominees for director.

_In accordance with our Amended and Restated Certificate of Incorporation, the Board is divided into three
classes, with directors in each class serving for a three-year term. Ronald M. Stevens and Sachin Chawla are
serving as Class [ Directors until their terms expire on the date of the 2009 annual meeting. Samuel R. Meshberg
and Jeffrey E. Coombs are serving as Class II Directors until their terins expire on the date of the annual meeting.
Mark C. Ozur is serving as a Class ITI Director until his term expires on the date of the 2008 annual meeting,

Messrs. Coombs and Meshberg are the nominees to be elected at the annual meeting as Class II Directors
for a term of three years. Shares represen'ted by all valid proxies received by the Board and not marked to
withhold autherity to vote for Mr. Coombs or Mr. Meshberg will be voted FOR their election. The Board knows
of no reason why Mr. Coombs or Mr. Meshberg should be unable or unwilling to serve, but if that should be the
case, proxies may be voted for the election of one or more other persons or for fixing the number of directors at a
lesser number. If a quorum is present, the two nominees receiving the highest number of votes cast will be
elected to serve as Class [ Directors.

Directors and Nominees

The following table sets forth the name and age of each director and nominee to be elected at the annual
meeting, the positions currently held by each nominee and director with Insightful, the year each nominee’s and
director’s term will expire, the class of director of each nominee and director, and the period during which each
nominee and director has served as a director of Insightful.

Term Class of Director

Name ﬁ Position(s) Held Expires Director Since
Sachin Chawla ....... 47 Director 2009 I 2004
Ronald M. Stevens .... 43 Director 2009 I 2006
Jeffrey E. Coombs . .. .. 49  Director, President and Chief Executive Officer, 2007 I 2004
Nominee

Samuel R. Meshberg ... 58 Chairman of the Board of Directors, Nominee 2007 I 2001
Mark C.Qzur ........ 51 Director 2008 1 2001
Nominees for Director

Jeffrey E. Coombs. Mr, Coombs has served as President and Chief Executive Officer and a director of
Insightful since April 2004. Mr. Coombs joined Insightful in January 2003 as a consultant for Insightful’s Text
Analysis (InFact) business, became Senior Vice President of Sales and Marketing in May 2003, and became
interim Chief Executive Officer in October 2003. He became President and Chief Executive Officer in April
2004 and joined the Board at that time. From 1997 to 2002, he served as Vice President of Marketing and Market
Development for Acta Technology, a data integration company that was acquired by Business Objects in 2002.
He served as Group Director of Worldwide Partner Alliances and Strategic Marketing for Business Objects from
1994 to 1997, and held assorted director-level positions in marketing, channels, and partnerships for Informix
from 1989 to 1994. Mr. Coombs holds an M.B.A. from Harvard and a B.A. from Williams College.

Samuel R. Meshberg. Mr. Meshberg has served as a director of Insightful since February 2001, From 1984
to 2003, Mr. Meshberg served as President of Financial Management Investment Services, Inc., a private
investment company. He served as President of Philson, Inc., an anodizing company, from 1982 to 1999, and as
Chief Financial Officer of Emson Research, Inc., a packaging company, from 1990 to 1999. Philson and Emson
were acquired by AptarGroup, Inc., a packaging company, in February 1999. Mr. Meshberg holds a B.S. in
business and an M.B.A. from Babson College.




Directors Whose Terms Extend Beyond the Annual Meeting

Sachin Chawla, Mr. Chawla has served as a director of Insightful since April 2004. Mr. Chawla currently
serves as Vice President of Engineering at GoldenGate Software, Inc., a provider of transactional data
management solutions. From 2002 to 2006, he served as Vice President of the Data Integration Division for
Business Objects. In 1996, he co-founded Acta Technology, a data integration provider that was acquired by
Business Objects in 2002, and served as its CEQ from 1996 through 1998 and in multiple capacities as a Vice
President from 1998 through 2002. Before Acta, Mr. Chawla spent five years with Sybase Corporation where he
spearheaded the development of Replication Server, Sybase’s distributed, heterogeneous data replication product.
Mr. Chawla holds a B.S. in electrical engineering from the University of California Berkley and an M.S. in
computer science from Stanford University.

Ronald M. Stevens. Mr. Stevens has served as a director since April 2006. Since December 2005,
Mr. Stevens has been working with several companies as a senior financial manager, with focus on fundraising
and restructuring. Mr. Stevens served as CFO and COO of Loudeye Corporation, a digital media solutions
company, from March 2005 to December 2005, From 2000 to 2004, he was CFO/COO of Primus Knowledge
Solutions, a Seattle software company acquired by ATG in 2004. Prior to Primus, Mr. Stevens was Chief
Operating Officer of OnHealth Network Company, Inc., a consumer health care website acquired by WebMD in
2000. Before joining OnHealth, Mr. Stevens was Senior Vice President at consumer software dompany Sierra
On-Line, Inc. Mr. Stevens has a B.A. in accounting from Western Washington University and is a Certified
Public Accountant.

Mark C. Ozur. Mr. Ozur has served as a director of Insightful since February 2001. Mr. Ozur has served as a
high technology management consultant since October 2006. From October 2004 to October 2006, Mr. Ozur
served as the Chief Executive Officer of PredictableIT, a provider of hosted IT desktop solutions, which he
co-founded. Mr. Ozur was the Chief Technical Officer of edgeZnet, Inc., a global provider of international
telecommunications services, from June 2000 to October 2001, and President and Chief Executive Officer of
PulsePoint Communications, Inc., a telecommunications enhanced services company, from January 1995 through
August 1999. From December 1990 t6 December 1992, he was Vice President, Engineering for Precision
Visuals, Inc., a visualization software company. Mr. Ozur holds a B.S. in biology from Long Island University,
C.W. Post College, and is a graduate of the Executive Program for Smaller Companies at Stanford University
Graduate School of Business.




CORPORATE GOVERNANCE

Director Independence

The Board has determined that each of Messrs. Chawla, Meshberg, Ozur and Stevens is an “independent
director” within the meaning of the applicable rules of the Nasdaq Stock Market (“Nasdaq™). The Audit
Committee, Compensation Committee and Nominating and Corporate Governance Committee of the Board are
composed entirely of independent directors.

Board and Committee Meetings

Our Board meets regularly during the year and holds special meetings and acts by unanimous written
consent whenever circumstances require. The Board met eight times and took action by written consent three
times during 2006. The Board has an Audit Commitiee, a Compensation Committee and a Nominating and
Corporate Governance Committee. During 2006, each of the directors attended at least 75% of the aggregate
number of meetings of the Board and committees on which he served that were held during the period in which
he served as a director or committee member.

Committees of the Board

The Board currently has three standing committees: the Audit Committee, the Compensation Committee
and the Nominating and Corporate Governance Committee.

Audit Committee
The Audit Committee is governed by a written charter and is responsible for:

* retaining, approving and compensating all services to be provided by, and overseeing the
qualifications, independence and performance of, our independent auditors;

= overseeing our accounting and financial reporting processes, the audits of our consolidated financial
statements and the review of our interim consolidated financial statements;

+  assisting board oversight of cur compliance with legal and regulatory requirements;
» facilitating communications among the company’s independent auditors, management and the Board;

» providing a means for processing complaints and anonymous submissions by employees of concerns
regarding auditing and accounting matters; and

« fulfilling the other responsibilities set out in its charter.

The Audit Committee is currently comprised of Messrs. Stevens (chair), Chawla and Ozur. Until April
2006, the Audit Committee was comprised of Mr. Paul Bialek and Messrs. Chawla and Ozur. In addition to
qualifying as an “independent director” under Nasdaq rules, each director serving on the Audit Committee meets
the independence and financial literacy requirements for audit committee members under the applicable rules of
the Securities and Exchange Commission (the “SEC™) and Nasdaq. The Board has further determined that Mr.
Stevens is an “andit committee financial expert” within the meaning of applicable SEC rules.

The Audit Committee met six times during 2006. The report of the Audit Committee is set forth on page 11.

Its charter is available on our website at www.insightful.com/investors.

Compensation Committee
The Compensation Committee is governed by a written charter and is responsibie for:

= evaluating and approving our policies and programs for executive compensation, including
performance-based and long-term compensation;
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+ evaluating the performance of our executive officers and approving their compensation;

+ reviewing and making recommendations regarding the compensation of certain non-executive
employees, directors and consultants;

+ supervising the administration of our stock option plan, employee stock purchase plan and other stock-
or cash-based compensation and incentive programs,

« approving and making grants and awards of stock, stock options and other equity securities to our
executive officers, directors, and certain other employees and persons;

+ reviewing and approving executive employment, severance, retirement and change of control
agreements and special or supplemental benefits; and

+ fulfilling the other responsibilities set out in its charter.

The Compensation Committee is currently comprised of Messrs. Chawla, Meshberg and Ozur (chair}). Until
April 2006, the Compensation Committee was comprised of Messrs. Meshberg and Ozur. In addition to
qualifying as an “independent director” under Nasdag rules, each director serving on the Compensation
Committee meets the definition of “non-employee director” for the purposes of Rule 16b-3 under the Securities
Exchange Act of 1934, as amended (the “Exchange Act™).

The Compensation Committee met seven times and took action by unanimous written consent three times
during 2006. Its charter is available on our website at www.insightful.com/investors.

Nominating and Corporate Governance Committee

The Nominating and Corporate Governance Committee is governed by a written charter and is responsible
for:

+ identifying, evaluating and selecting (or recommending that the Board select) the director nominees for
election at our annual meetings of stockholders;

+ recommending to the Board candidates for filling vacancies on the Board, using the same criteria that it
uses to select nominees for election at the annual meeting;

= recommending directors for appointment to committees of the Board;

+ providing a leadership role in shaping our corporate governance by, among other things, periodically
reviewing and assessing the adequacy of our Code of Conduct and making recommendations to the
Board regarding any modifications or waivers of our Code of Conduct; and

» fulfilling the other responsibilities set out in its charter.
The Nominating and Corporate Governance Committee is currently comprised of Messrs. Chawla,
Meshberg, Ozur and Stevens. Until April 2006, the Nominating and Corporate Governance Committee was

comprised of Messrs. Bialek, Chawla, Meshberg and Ozur. Each director serving on the Nominating and
Corporate Governance Committee qualifies as an “independent director” under Nasdaqg rules.

The Nominating and Corporate Governance Committee met once during 2006, Its charter is available on our
website at www.insightful.com/investors.

Director Nominations Process

The Nominating and Corporate Governance Committee considers possible candidates referred from a
number of sources, including members of the Board, senior level management, stockholders, and research
sources, including publications, databases and Internet searches. In addition, the Nominating and Corporate
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Governance Committee may from time to time retain a search firm to assist it in identifying and evaluating
potential candidates.

The Nominating and Corporate Governance Committee will consider all candidates identified through the
processes described above, and will evaluate each of them, including incumbents, based on the same criteria. The
Nominating and Corporate Governance Committee has not established any special qualifications or minimum
criteria for selecting and evaluating director nominees, and will take into account such factors as it deems
appropriate. These factors may include, but are not limited 10, the experience, education, background, and
expected contributions of such director candidates and current directors, the diversity of the Board, and the
evolving needs of Insightful. The Nominating and Corporate Governance Committee also evaluates any potential
conflicts of interest, including financial relationships, and if, based on its initial evaluation, a candidate continues
to be of interest, arranges for appropriate background and reference checks and interviews.

The nominating committee evaluates director candidates recommended by stockholders in the same way
that it evaluates candidates recommended by its members, other board members or other persons. Stockholder
recommendations for director candidates should be sent by certified or registered mail to: Nominating and
Corporate Governance Committee, cfo Secretary, Insightful Corporation, 1700 Westlake Avenue North, Suite
500, Seattle, Washington, 98109. The recommendation must provide the following information for each
candidate recommended:

* the candidate’s name, age, business and residence addresses, and principal occupation or employment,
and an indication of whether the candidate has expressed a willingness to serve;

» the number of shares of Insightful stock beneficially owned by the candidate;

* the name, address, and phone number of the stockholder or group of stockholders making the
recommendation, and the number of shares beneficially owned by such stockholder or group of
stockholders;

+ to the extent the stockholder or group of stockholders making the recommendation is not a registered
holder of such securities, proof of the number of shares beneficially owned and length of time held; and

* any other information required by law to be disclosed in connection with the solicitation of proxies for
the election of directors, and any other information that we may reasonably require.

For more information regarding the dates by which we must receive director candidate nominations to be
considered for inclusion in the proxy materials for, or to be presented at, the 2008 annual meeting of
stockholders, see the section entitled *Stockholder Proposals for the 2008 Annual Meeting” on page 21.

Communications with the Board

Stockholders may communicate directly with the Board or any Board member by writing to them care of:
Secretary, Insightful Corporation, 1700 Westlake Avenue North, Suite 500, Seattle, Washington, 98109. The
outside of the envelope should prominently indicate that the correspondence is intended for the Board or for a
specific director. In general, the Secretary will forward all such written communication to the director to whom it
is addressed or, if no director is specified, to the entire Board. However, the Secretary reserves the right not to
forward any abusive, threatening or otherwise inappropriate communications.

Director Attendance at Annual Meetings of Stockholders

We have no official policy regarding director attendance at annual meetings. One director was present at the
2006 annual meeting.




PROPOSAL II: RATIFICATION OF APPOINTMENT OF INDEPENDENT REGISTERED PUBLIC
ACCOUNTING FIRM

The Board recommends that you vete “FOR” this proposal.

The Audit Committee has appointed the firm of Moss Adams LLP as our independent registered public
accounting firm to audit our consolidated financial statements for the fiscal year ending December 31, 2007.
Upon the recommendation of the Audit Comsmnittee, our stockholders are asked to ratify the appointment of Moss
Adams. Moss Adams has served as our independent auditors since 2004. If the proposal to ratify the appointment
of Moss Adarns for the 2007 fiscal year is not approved, the Audit Committee and the Board will re-consider
retaining Moss Adams, and may retain that firm or another firm without resubmitting the matter to our
stockholders. Even if the selection of Moss Adams is ratified, the Audit Committee, in its discretion, may direct
the appointment of a different firm at any time during the year if the Audit Committee determines that such a
change would be in the best interest of Insightful and its stockholders.

Representatives of Moss Adams are not expected to be present at the annual meeting.

Principal Accountant Fees and Services

For the fiscal years ended December 31, 2006 and 2005, the aggregate fees for accounting services billed to
Insightful by Moss Adams LLP, our independent registered public accounting firm, were as follows:

Aundit Fees. The aggregate fees billed for professional services rendered for the audit of our annual
consolidated financial statements, review of financial statements included in our Forms 10-Q, the A-133
program audit for our government grants and services provided in connection with statutory and regulatory
filings were $241,795 for 2006 and $230,940 for 2005.

Audit-Related Fees. The aggregate fees billed for assurance and related services that were reasonably
related to the performance of the audit or review of our consolidated financial statements, not reported as
audit fees, were $6,035 for 2006 and $19,706 for 2005.

Tax Fees. The aggregate fees billed for professional services for tax compliance, tax advice and tax
planning were $15,600 for 2006 and $0 for 2005. The services in 2006 related to income tax compliance.

All Other Fees. No fees were billed for any other professional services in 2006 or 2005.

Pre-Approval Policies and Procedures

In accordance with its charter, the Audit Committee pre-approves all audit services and permissible
non-audit services to be performed for us by our independent auditors. Under the policy adopted by the Audit
Committee for pre-approval of services, services are pre-approved as follows:

= Annually, our independent auditors and management present to the Audit Committee the audit and
non-audit services proposed to be provided during the current fiscal year and the estimated fees
associated with each such service. The Audit Committee pre-approves or rejects the proposed services
as it deems appropriate.

+ If additional audit or non-audit services are presented for pre-approval during the year, the Audit
Committee pre-approves or rejects such additional services and the fees associated with such services
as it deems appropriate.

* In deciding whether to pre-approve any proposed services, the Audit Committee considers whether the
proposed services are consistent with SEC rules on auditor independence; whether the independent
auditors are qualified to provide effective and efficient service; whether and how the proposed service
would be beneficial to Insightful; and the relationship between fees for audit and non-audit services.
The Audit Committee will not approve the provision by the independent auditors of any audit or
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non-audit service that it believes, individually or in the aggregate, may impair the independence of the
independent anditors.

| * The independent auditors provide updates regularly with respect to, and the Audit Committee reviews,
| the services actually provided by the independent auditors and the fees incurred with respect to those
| services.

* The Audit Committee has delegated to each of its members the authority to evaluate and approve
proposed engagements on behalf of the Audit Committee, in the event that a need arises for
pre-approval between commitiee meetings. Any member who exercises this authority must report any
pre-approval decisions to the full Audit Committee at its next meeting.

All fees billed by Moss Adams LLP in 2006 and 2005 were pre-approved by the Audit Committee.
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AUDIT COMMITTEE REPORT

The Audit Committee is comprised of independent directors, as required by SEC and Nasdag rules, and
operates in accordance with a written charter adopted by the Board. The current members of the Audit
Committee are Messrs. Stevens, Chawla and Ozur. The following is the report of the Audit Committee with
respect to Insightful's audited financial statements for the fiscal year ended December 31, 2006:

As more fully described in its charter, the Audit Committee oversees Insightful’s accounting and financial
functions and the annual audit and quarterly reviews of its consolidated financial statements. The Audit
Committee appoints the company’s independent auditors, approves all proposed audit and non-audit services to
be performed by the independent auditors (including the scope of the audit and fees) and evaluates the
independent auditors’ performance and independence from management.

The Audit Committee reviewed Insightful’s audited consolidated financial statements for the fiscal year
ended December 31, 2006 and discussed them with both management and Moss Adams. The Audit Committee
also received from and discussed with Moss Adams the written disclosure and the letter required by
Independence Standards Board Standard No. 1 (Independence Discussions with Audit Committees), and
considered the compatibility of Moss Adams’ provision of services to Insightful with its independence from
Insightful. The Audit Commitiee also discussed with Moss Adams any matters required to be discussed by
Statement on Auditing Standards No. 61 (Communication with Audit Committees).

Based on these reviews and discussions, the Audit Committee recommended to the Board that Insightful’s
audited financial statements be included in its Annual Report on Form 10-KSB for the fiscal year ended
December 31, 2006.

Management is responsible for the preparation, presentation, and integrity of the company’s consolidated
financial statements, including compliance with generally accepted accounting principles (GAAP), the
company’s internal control over financial reporting and financial reporting processes, and the company’s
procedures designed to ensure compliance with GAAP and other applicable laws and regulations. Moss Adams is
responsible for performing independent audits of the consolidated financial statements in accordance with
GAAP, and issuing reports thereon, The Audit Committee does not itself prepare financial statements or perform
audits, and its members are not auditors or certifiers of financial statements. In giving its recommendation to the
Board, the Audit Committee has relied on management’s representation that the consolidated financial statements
have been prepared with integrity and objectivity and in conformity with GAAP, and the report of Moss Adams
with respect to the consolidated financial statements.

Respectfully Submitted by the Audit Commillée:

Ronald M. Stevens (Chair)
Mark C. Ozur
Sachin Chawla
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MANAGEMENT

Executive Officers

Our executive officers, their ages, positions and the peried during which the executive officers have served
as executive officers of Insightful as of June 1, 2007, are as follows:

Name E Position Officer Since
Jeffrey E. Coombs . . . .. 49  President and Chief Executive Officer 2003
Richard P. Barber .. ... 38 Chief Financial Officer and Treasurer ' 2004

Jeffrey E. Coombs. Please see Mr. Coombs’ biographical information in the section entitled “Nominees for
Director.”

Richard P. Barber. Mr. Barber has served as Chief Financial Officer and Treasurer of Insightful since July
2004. From August 2003 to July 2004, Mr. Barber served as an independent financial consultant to high tech
companies. From January 2001 to August 2003, he served as Chief Financial Officer of Fullplay Media Systems,
a hardware and software company. From 1991 to 2000, Mr. Barber held various positions at KPMG LLP, most
recently as a senior manager in the assurance department. Mr. Barber holds a B.S. in business administration and
accounting from Gonzaga University and is a Certified Public Accountant and Certified Management
Accountant.

Significant Employees

Nicholas Brown. Mr. Brown has served as Insightful’s Vice President, Marketing since August 2006. From
October 1998 to July 2006, he served as the Senior Director, Banking Products of Oracle/Siebel Systems, an
enterprise software vendor. Mr. Brown holds a B.A. in business administration, economics and religion from
Hope College.

Thomas Dieker. Mr. Dieker has served as Insightful’s Vice President of Sales for the Americas and Asia
Pacific since December 2004, From April 2001 to November 2004, he served as Director of Sales, Life Sciénces
Vertical for SAS, a predictive analytics software and services company. From April 2000 to April 2001, he
served as National Sales Manager for ABC Technologies, an activity-based costing software company that was
acquired by SAS in March 2001. Prior to ABC Technologies, he held several sales management positions within
other enterprise software companies, including Peregrine Systems Inc., Sirius Computer Solutions and Activant
Corporation. Mr. Dieker has a B.S. in business management from Portland State University.

Colin Magee. Mr. Magee has served as Insightful’s Vice President, Europe since December 2004. He joined
Insightful in August 2001, serving as Sales Director for Northern Europe until December 200! and as Managing
Director of U.K. from Janvary 2002 to December 2004. Mr. Magee holds a B.A. in history from University of
London.

Giovanni Marchisio. Mr. Marchisio has served as Insightful’s Vice President of Research and Development
since December 2006. He served as Insightful’s Vice President of Engineering, Text Analysis and Search
(InFact) from October 2005 to December 2006 and as its Director of Emerging Products from January 2002 to
October 2005. Between April 1996 and December 2001, he served at Insightful as a principal investigator for
several R&D projects for agencies of the federal government (DARPA, NASA, USAF and the NIH) and as a
consultant for finance customer engagements. From 1985 to 1996, he held a number of management or technical
lead positions with Active Voice Corporation (now a division of Cisco Systems, Inc.), Sierra Geophysics Inc. (a
former division of The Halliburton Company), and Gulf Canada Resources Lid. He also served as a visiting
professor at the University of British Columbia. He holds a B.A.Sc. in Engineering from the University of British
Columbia and a Ph.D. in Geophysics from the University of California, San Diego.
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Ann Parker-Way. Ann Parker-Way has served as Insightful’s Vice President, General Counsel and
Secretary since September 2006. From May 2003 to September 2006, Ms. Parker-Way served as Senior Director
and Associate General Counsel of drugstore.com, inc., a publicly traded online retailer. From March 2000 to May
2003, she was an attorney in the law firm of Orrick, Herrington & Sutcliffe LLP, and from September 1998 to
March 2000 she was an attorney in the law firm of Perkins Coie LLP. Ms. Parker-Way holds a B.S. in
psychology from Eastern Michigan University and a J.D. from the University of Michigan Law School.
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EXECUTIVE COMPENSATION

Summary Compensation Table

The following table sets forth compensation earned by our Chief Executive Officer and the other most
highly paid officers for the fiscal year ended December 31, 2006 whose total salary and bonus exceeded
$100,000 for 2006. These persons are referred to as the “Named Executive Officers.”

All Other
Option Compensation
Name and Principal Position Year Salary (5) Bonus ($) (1) Awards (3) (2) $) Total
Jeffrey E.Coombs .................... 2006 $248,063 $135,148  $329,531(3) $ 3,750(4) $716,705
President and Chief Executive Officer 2005 $240,462 $130,087 $ — $89,440(5) $470,973
RichardP.Barber . . ................... 2006 $206,600 $ 60,000 §$ 46,914(6) $ 3,633(4) $315,464
Chief Financial Officer and Treasurer 2005 $204,790 $ 58,400 —_ $ B25(4) $271,707

(1) Bonuses are reported for the year earned, even if actually paid in the following year.

(2) As required by SEC rules, amounts in this column represent the stock compensation expense required by
FAS 123R to be included in our financial statements for all outstanding stock options held by the Named
Executive Officer, disregarding the estimate of forfeitures related to service-based conditions. We adopted
FAS 123R beginning in fiscal year 2006, so although stock options were outstanding in 2005 for the Named
Executive Officers, no stock compensation expense was included in our financial statements under FAS
123R in 2005. The material terms of ocutstanding options granted to the Named Executive Officers are
described in the table entitled Qutstanding Equity Awards at Fiscal Year End below.

(3) The stock compensation expense included in our financial statements in 2006 for all outstanding stock
options held by Mr. Coombs was $282,964, which is net of $46,567 of estimated forfeitures for service-
based conditions. See footnote (2) above.

(4) Represents 401 (k) matching funds.

(5) Includes $88,615 for relocation and living expenses reimbursed in accordance with Mr. Coombs’
October 27, 2004 offer letter, described below, and $825 in 401(k) matching funds.

(6) The stock compensation expense included in our financial statements in 2006 for all outstanding stock
options held by Mr. Barber was $28,607, which is net of $18,307 of estimated forfeitures. See footnote
(2) above.

Outstanding Equity Awards at Fiscal Year-End

, The following table provides information about the outstanding options held by the Named Executive
| Officers as of December 31, 2006.

Equity Incentive

Plan Awards:
Number of Number of Securities
Number of Securities Securities Underlying
Underlying Underlying Unexercised Unearned Option
Unexercised Options Unexercised Options Options Exercise  Option
# # # Price  Expiration
Name Exercisable Unexercisable Exercisable %) Date
Jeffrey E.Coombs ............. — (1) 100,000 — $3.12 3/10/2016
— (2 150,000 — $2.63  3/5/2015
262 187(3) 132,813 — $243 1/22/2014
196,875(4) 28,125 — $1.13  5/5/2013
17,250(5) — -— $1.17 12/6/2012
Richard P. Barber ............. 6,562(6) 28,438 — $3.12 3/10/2016
70,312(7) 54,688 — $1.66 7/27/2014
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(1) Represents an option to purchase 100,000 shares granted to Mr. Coombs on March 10, 2006. This option
will vest as follows: one-fourth of the option shares will vest and become exercisable on March 10, 2009,
and an additional one-fourth will vest each quarter thereatter, with the result that 100% of the option shares
will be vested and exercisable on December 10, 2009, provided that Mr. Coombs continues to provide
service to us through that date. This option expires on March 10, 2016.

(2) Represents an option to purchase 150,000 shares granted to Mr, Coombs on March 5, 2003. This option will
vest as follows: one-fourth of the option shares will vest and become exercisable on March 7, 2008, and an
additional one-fourth will vest each quarter thereafter, with the result that 100% of the option shares will be
vested and exercisable on December 5, 2008, provided that Mr. Coombs continues to provide service to us
through that date. This option expires on March 5, 2015.

(3) Represents an option to purchase 425,000 shares granted to Mr. Coombs on January 22, 2004. This option
will vest as follows: one-eighth of the option shares will vest and become exercisable six months after the
date of grant, and an additional one-sixteenth will vest each quarter thereafter, with the result that 100% of
the option shares will be vested and exercisable on January 22, 2008, provided that Mr. Coombs continues
to provide service to us through that date. This option expires on January 22, 2014.

(4) Represents an option to purchase 225,000 shares granted to Mr. Coombs on May 5, 2003. The option will
vest as follows: one-eighth of the option shares will vest and become exercisable six months after the date of
grant, and an additional one-sixteenth will vest each quarter thereafter, with the result that 100% of the
option shares will be vested and exercisable on May 5, 2007, provided that Mr. Coombs continues to
provide service to us through that date. The option expires on May 5, 2013.

(5) Represents an option to purchase 17,250 shares granted to Mr. Coombs on December 6, 2002. This option
has fully vested. This option expires on December 6, 2012.

(6) Represents an option to purchase 35,000 shares granted to Mr. Barber on March 10, 2006. This option will
vest as follows: one-eighth of the option shares will vest and become exercisable six months after the date of
grant, and an additional one-sixteenth will vest each quarter thereafter, with the result that 100% of the
option shares will be vested and exercisable on March 10, 2010, provided that Mr. Barber continues to
provide service to us through that date. This option expires on March 10, 2016.

(7) Represents an option to purchase 125,000 shares granted to Mr. Barber on July 27, 2004. This option will
vest as follows: one-eighth of the option shares will vest and become exercisable six months after the date of
grant, and an additional one-sixteenth will vest each quarter thereafier, with the result that 100% of the
option shares will be vested and exercisable on July 27, 2008, provided that Mr. Barber continues to provide
service to us through that date. This option expires on July 27, 2014,

Employment Contracts, Termination of Employment and Change-In-Control Arrangements

On October 27, 2004, when Jeffrey Coombs became our Chief Executive Officer, we executed an offer
letter that provided for initial base salary of $225,000 annually plus an initial bonus target of $120,000 annually,
a minimum annual increase of 5% in salary and target bonus amount in each year from 2005 through 2008, a
monthly local living expense allowance of $2,300 through April 2005, and reimbursement for actual relocation
expenses incurred by Mr. Coombs in connection with his move to Seattle, Washington by December 31, 2005,

On October 27, 2004, we also entered into an employment agreement regarding termination, or the Coombs
Severance Agreement, with Mr, Coombs. The Coombs Severance Agreement provides that, in the event
Mr, Coombs is terminated without cause, we will pay him his salary and performance bonus earned through the
date of termination and severance pay equal to I8 months’ salary based on the rate in effect as of the date of
termination and Mr. Coombs will have nine meonths from the date of termination to exercise any unexpired stock
options that were vested and exercisable as of the date of termination. In addition, the Coombs Severance
Agreement provides that, upon a change in control, we will accelerate the vesting of 50% of Mr. Coombs’
unvested and unexpired stock options. The Coombs Severance Agreement also provides for severance pay and
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acceleration of stock options in the event Mr. Coombs is terminated without cause three months prior to, or
within the 12 months following, a change in control, In such event, we will pay severance equal to 18 months of
salary based on the rate in effect as of the date of termination, and accelerate the vesting of all of Mr. Coombs’
unvested and unexpired stock options. Mr. Coombs will have nine months from the date of termination to
exercise any unexpired stock options that were vested and exercisable as of the date of termination.

Cn July 26, 2004, we entered into an employment agreement regarding termination, or the Barber Severance
Agreement, with Richard P. Barber, our Chief Financial Officer. The Barber Severance Agreement provides that,
in the event Mr, Barber is terminated without cause, we will pay him his salary and performance bonus earned
through the date of termination and severance pay equal to six months’ salary based on the rate in effect as of the
date of termination. In addition, the Barber Severance Agreement provides for the acceleration of the vesting of
50% of any unvested, unexpired stock options in the event of a change in control, such acceleration to occur
within six months after the change in control, provided Mr. Barber remains employed by Insightful on the date of
acceleration. The Barber Severance Agreement also provides for severance pay and acceleration of stock options
in the event Mr, Barber is terminated without cause within three months prior to, or within the six months
following, a change in control. In such event, we will pay severance equal to six months of salary based on the
rate in effect as of the date of termination and accelerate the vesting of all of Mr. Barber’s unvested and
unexpired stock options. Mr. Barber will have 90 days from the date of termination to exercise any unexpired
stock options that were vested and exercisable as of the date of termination.

Executive Compensation Policy
Procedure for Establishing Compensation

The Compensation Committee establishes the compensation for Insightful’s executive officers, including
the Chief Executive Officer (“*CEQ™), each year. In general, the Compensation Committee takes into account
Insightful’s performance with respect to revenue and profit targets and other objectives, the individual’s
contribution to Insightful’s success, the individual’s performance with respect to personal objectives,
compensation paid to executives with similar responsibilities at comparable companies, and the internal equity of
compensation levels among executive officers. In addition, with respect to executive officers other than the CEQ,
the Compensation Committee considers the recommendation of the CEO.

Compensation Philosophy; Elements of Executive Compensation
Insightful’s compensation policy for executive officers is designed to:
! » enhance long-term profitability of Insightful and increase stockholder value;

» reward executives consistent with Insightful’s annual and long-term performance goals;
« recognize individual initiative and achievemnent;
» provide competitive compensation that will attract and retain qualified executives; and
» align executive financial interests with the company’s strategic business plans.

An executive officer’s compensation package includes base salary; annual performance-based cash

compensation; long-term incentive compensation in the form of stock options; and benefits generally available to
all employees of Insightfu!, including medical, savings and insurance plans and an employee stock purchase plan.

Base Salary. In setting base cash compensation levels for executive officers, the Compensation Committee
generally takes into account such factors as: (1) Insightful’s past financial perfermance and future expectations;
(2) the general and industry-specific business environment, including market-competitive salary levels for the
executive’s position, level of responsibility and experience; (3) the individual executive officer’s base
compensation in the prior year; and (4) corporate and individual performance. The Compensation Committee’s
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review of the foregoing factors is subjective and the Committee assigns no fixed value or weight to any specific
factors when making its decisions. The base salary for Jeffrey Coombs, our CEQ, is also based on his

October 27, 2004 offer letter described under the heading “Employment Contracts, Termination of Employment
and Change-In-Controf Arrangements” below, which offer letter provides for a minimum annual increase of 5%
in Mr, Coombs’ salary in each year from 2005 through 2008. '

Performance-Based Cash Compensation. Insightful’s performance-based compensation policies are
designed to reward an executive officer to the extent that Insightful meets pre-determined goals or objectives and
the executive meets pre-determined individual objectives, such as the ability to effectively manage and motivate
others, recognize and pursue new business opportunities and initiate and/or manage programs that are necessary
for or enhance Insightful’s success. Performance-based cash compensation is generally awarded based on
formulas established by the Compensation Committee at the time the target amounts are fixed. In establishing
performance-based compensation formulas for executive officers, the Compensation Committee generally takes
into account such factors as: (1) the annual base compensation of each individual; (2) individual performance;
(3) the actual performance of Insightful as compared to projected performance under Insightful’s annual
operating plan; (4) the projected future performance of Insightful; (5) the general business environment,
including market-competitive bonus levels for the executive’s position, level of responsibility and experience.
The Committee’s review of the foregoing factors is subjective and, depending on the executive, the Comimittee
assigns varying weights to specific factors when making its decisions. The target bonus amount for Jeffrey
Coombs is also based on his October 27, 2004 offer letter, which provides for a minimum annual increase of 5%
in Mr. Coombs’ target base amount in each year from 2005 through 2008.

Stock Options. Long-term incentive compensation, in the form of stock options, allows the executive
officers to share in any appreciation in the value of Insightful’s common stock. The Board of Directors believes
that stock option participation aligns executive officers’ long-term interests with those of the stockholders and
encourages the achievement of superior results over an extended period. When establishing stock option grant
levels for executive officers, the Compensation Committee generally considers (1) the existing levels of stock
ownership; (2) previous grants of stock options; (3) vesting schedules of outstanding options; and (4) individual
performance; and {5} Insightful’s past financial performance and future expectations. Stock options granted
under our 2001 Stock Option and Incentive Plan generally have an exercise price equal to the fair market value of
Insightful’s Common Stock on the date of grant and generally vest over a four-year period.
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DIRECTOR COMPENSATION

The following table provides information about compensation earned in 2006 by members of the Board who
are neither employees nor officers. These directors are referred to as non-employee directors.

Fees Earned or Paid Option

Name in Cash ($) (1) Awards ($) (2) Total ($)
Paul N. Bialek (3) . ..ottt ittt e e e $ 8,500 $22,119(4) $30,619
SachinChawla ......... .00 e $31,375 $22,119(5) $53,494
Samuel R.Meshberg . ......... oot $27,000 $22,119(6) $49,119
Mark €. Ozur ... e i e $34,500 $22,119(7) $56,619
Ronald M. Stevens (B) ........coierr i $23,500 $22,119(9) $45.619

(1) Fees are reported for the year earned, even if actually paid in the following year.

(2) As required by SEC rules, amounts in this column represent the stock compensation expense required by
FAS 123R 1o be included in our financial statements for all outstanding stock options held by the
non-employee director, disregarding the estimate of forfeitures related to service-based conditions.

(3) Mr. Bialek resigned from the Board effective April 4, 2006.
{4) At December 31, 2006, Mr. Bialek held no outstanding options to purchase cur common stock.

(5) At December 31, 2006, Mr. Chawla held outstanding options to purchase 55,000 shares of our common
stock.

(6) At December 31, 2006, Mr. Meshberg held outstanding options to purchase 120,000 shares of our common
stock.

{7y At December 31, 2006, Mr. Ozur held outstanding options to purchase 122,000 shares of our common stock.
(8) Mr. Stevens joined the Board of Directors on April 4, 2006.

{9) At December 31, 2006, Mr. Stevens held outstanding options to purchase 20,000 shares of our common
stock. '

Each nen-employee director receives $5,000 per calendar quarter for attending Board and committee
meetings, provided that he or she attends a minimum of 75% of the regular and special meetings of the Board
and of any committees of which he or she is a member. Members of the Audit Committee receive an additional
$1,875 each quarter, and members of the Compensation Committee receive an additional $625 each quarter. The
chairman of the Board, the chairman of the Compensation Committee and the chairman of the Audit Committee
receive an additional $625 per quarter. In addition, each non-employee director receives $2,000 for each special
meeting of the Board he or she attends in person, $500 for each special meeting of the Board he or she attends by
telephone, and $250 for each special meeting of a Board committee he or she attends by telephone.

In addition, each non-employee director is entitled to participate in our Amended and Restated 2001
Non-Employee Director Stock Option Plan, or 2001 Director Plan. Under the 2001 Director Plan, as amended
March 16, 2007, on the date a non-employee director first becomes a member of the Board, he or she
automatically receives an option to purchase a number of shares of our common stock equal to the sum of
(i) 15,000 plus (ii) 15,000 divided by 12 multiplied by the full number of months between the date on which he
or she becomes a member of the Board and the next March 16t. In addition, effective March 16, 2007 and each
March 16th thereafier, each non-employee director who is serving on the Board on the applicable March 16%
automatically receives an option to purchase 15,000 shares of our common stock. Both the initial option grants
and each annual grant vests quarterly in equal increments over a one-year petiod.
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Under the 2001 Director Plan in effect before March 16, 2007, each non-employee director received
automatically on the date of his or her first election or appointment to the Board an option to purchase 20,000
shares of our common stock at an exercise price equal to the fair market value of our common stock on that date.
In addition, on February 3 of each year, each non-employee director who had served on the Board for at least one
year automatically received an option to purchase 20,000 shares of our common stock at an exercise price equal
to the fair market value of our common stock on the date of grant. Each non-employee director who had served
for less than a full year as of February 3 automatically received an option to purchase that number of shares of
our common stock equal to the number of full months he or she had served as a director during the prior year,
divided by 12 and multiptied by 20,000. Options granted under the 2001 Director Plan before March 16, 2007
were fully vested on the date of grant.
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| SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

' The following table provides information regarding the beneficial ownership of our common stock as of
| June 1, 2007 by:

| + each person known by us to own beneficially more than 5% of our common stock, based on publicly
available information;

¢ each of our Named Executive Officers;
» each of our directors; and

« all of our directors and executive officers as a group.

As of June 1, 2007, we had 12,893,042 shares of common stock outstanding. Except as otherwise indicated
betow, to our knowledge, the beneficial owners listed below have sole voting and investment power with respect
to all shares beneficially owned, subject to community property laws where applicable. Under the rules of the
SEC, shares of common stock subject to options exercisable currently or within 60 days from June 1, 2007 are
deemed outstanding for purposes of computing the ownership percentage of the person holding the option, but
are not deemed outstanding for purposes of computing the ownership percentage of any other person. The
address for the persons listed below is c/o Insightful Corporation, 1700 Westlake Avenue North, Suite 500,
Seattle, Washington 98109.

Amount and Nature Percent of

Name and Address of Beneficial Owner of Ownership Class
Samuel R. Meshberg and certain affiliates ................................ 2,990,413(1) 23.2%
Jeffrey E.Coombs .. ... ... i i et 628,245(2) 4.9%
SachinChawla . ... ..ot i i e e e 78,750(3) *
Mark .o ZUr . . i it s e e s 145,750(3) 1.1%
Ronald M. SIeVENS . .. ittt it e et et ee et et e e e 40,417(3) *
Richard P. Barber .. ... .ot i i e et et 104,687(3) *
All directors and executive officers as a group (6 persons) ................... 3,988,262(4) 30.9%

* Less than 1%

{1) Mr. Meshberg has sole voting and dispositive power with respect to 2,082,970 shares of common stock,
including 143,750 shares subject to options exercisable on or within 60 days of June 1, 2007. In addition,
Mr. Meshberg may be deemed to share voting and dispositive power with respect to 365,193 shares held by
family trusts of which Mr. Meshberg is a beneficiary and/or co-trustee, 37,188 shares held by trusts for the
benefit of his children, and 5,062 shares owned by a limited liability company of which Mr. Meshberg
controls the voting power. Mr. Meshberg disclaims beneficial ownership of the shares owned by these trusts
and limited liability company, except to the extent of his pecuniary interest in the shares.

(2) Includes 614,125 shares subject to options exercisable on or within 60 days of June 1, 2007,
(3) Represents shares subject to options exercisable on or within 60 days of June 1, 2007.
(4) Includes 1,127,479 shares subject to options exercisable on or within 60 days of June 1, 2007.
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EQUITY COMPENSATION PLAN INFORMATION

The following table provides information as of December 31, 2006 regarding the equity compensation plans
under which our equity securities are authorized for issuance.

Number of securities remaining
Number of securities to  Weighted-average exercise available for future issuance

be issued upon exercise price of outstanding under equity compensation
of putstanding options, options, warrants and plans (excluding securities
warrants and rights rights reflected in column (a))
Plan Category (a) (b) (c)

Equity compensation plans

approved by security

holders{1) .................. 3,061,613 $2.35 1,968,159
Equity compensation plans not

approved by security

holders (2) .................. 17,250 $1.17 —

Total ... ... .. ... ... oL 3,078,863 $2.35 1,968,159

(1) Represents shares issuable with respect to options issued and issuable under our Amended and Restated
2001 Stock Option and Incentive Plan and our Amended and Restated 2001 Non-Employee Director Stock
Option Plan, and shares issuable upon the exercise of options issued under our 1992 Stock Plan. Because the
1992 Stock Plan has expired, no additional options may be issued under that plan.

(2) Represents shares issuable with respect to options issued under our 1996 Non-Qualified, Non-Officer Stock
Option Plan. Because the 1996 Non-Qualified, Non-Officer Stock Option Plan has expired, no additional
options may be issued under that plan.

SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section 16(a) of the Exchange Act and regulated rules of the SEC require our directors, executive officers
and holders of more than 10% of our common stock to file with the SEC reports of initial ownership and reports
of changes in ownership of our common stock. SEC regulations require such persons to furnish us with copies of
all such filings. To our knowledge, based solely on our review of the copies of such forms we have received, or
based on written representations from certain reporting persons that no forms were required for those persons,
our officers, directors and holders of more than 10% of our common stock filed the required Section 16(a)
reports on a timely basis in 2006.

OTHER MATTERS

At the time of mailing this proxy statement, the Board knows of no other matters to be presented at the
annual meeting other than the matters set forth in the Notice of Annual Meeting of Stockholders. If other matters
not now known or determined properly come before the annual meeting, however, the persons named as proxies
in the enclosed proxy card or their substitutes will vote such proxy in accordance with the recommendations of
the Board.

STOCKHOLDER PROPOSALS FOR THE 2008 ANNUAL MEETING

Under the SEC’s proxy rules, stockholder proposals (including nominations for the election of directors)
that satisfy specified conditions may be included in our proxy statement and form of proxy card for, and may be
presented at, the 2008 annual meeting of stockholders. If you intend to present a proposal at the 2008 annual
meeting, you must deliver the proposal in writing to the following address by no later than February 15, 2008 in
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order for the proposal to be considered for incluston in the proxy materials for that meeting: Secretary, Insightful
Corporation, 1700 Westlake Avenue North, Suite 500, Seattle, WA 98109. All stockholder proposals must
comply with the requirements of Rule 14a-8 under the Exchange Act in order to be considered for inclusion in
the proxy materials for the 2008 annual meeting.

In addition, if you intend to submit a nomination or other business for consideration at the 2008 annual
meeting, other than submitting a proposal to be included in our proxy materials, you must comply with the
advance notice provisions of our bylaws. These provisions require you to give written notice to our Secretary, at
the address above, at least 120 days and not more than 150 days before June 13, 2008, the first anniversary of the
date of the proxy statement for the 2007 annual meeting. (If, however, the date of the 2008 annual meeting is
more than 30 days before or more than 60 days after July 16, 2008, the first anniversary date of the 2007 annual
meeting, the written notice must be received no earlier than 90 days before the 2008 annual meeting and no later
than the date that is the later of 60 days before the 2008 annual meeting or 10 days after we first publicly
announce the 2008 annual meeting.)

ANNUAL REPORT AND FORM 10-KSB

A copy of our annual report on Form 10-KSB for the year ended December 31, 2006 accompanies this
proxy statement. An additional copy will be furnished, without charge, to beneficial stockholders or stockholders
or record upon request in writing to Secretary, Insightful Corporation, 1700 Westlake Avenue North, Seattie, WA
98109, or by telephone to (206) 283-8802,
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